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CHAPTER I 


THE BUDGET IN THE AMERICAN 
ECONOMIC STRUCTURE 


1. THE BUDGET AND THE PUBLIC SECTOR 
OF THE ECONOMY 

Every January the President of the United States trans¬ 
mits to the Congress a series of economic documents which 
evaluate the current state of economic activity, forecast de¬ 
velopments in the forthcoming period and chart the course of 
government actions in the economic sphere. These docu¬ 
ments are: the State of the Union Message, the Economic 
Report of the President with the Annual Report of the Coun¬ 
cil of Economic Advisers and the Budget Message. The 
American press regards these documents as the “national eco¬ 
nomic plan” which, however, essentially differs in content and 
nature from directive plans of national economic develop¬ 
ment. The President and his economic staff merely indicate 
specific directions and set some general goals and guideposts 
for the Administration in performing its economic functions. 
But these recommendations are not binding on the private 
sector of the economy. Correspondingly, the final results of 
economic activity as a rule essentially differ from official 
outlines and forecasts. 

The budget occupies a unique place among the govern¬ 
mental economic documents. Since the main part of the na¬ 
tional output in capitalist countries is produced by private 
enterprises the budget serves as one of the few channels 
through which the government is able to exert purposeful 
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8 V. USOSKIN 

influence on different spheres of economic activity. At pres¬ 
ent the budget has been elevated to the rank of the most 
important instrument of macroeconomic control and regu¬ 
lation. Being a condensed expression of the government’s 
policy, the budget reflects as a mirror the changing pattern 
of socio-economic priorities and preferences, and the arrange¬ 
ment of the Administration’s economic and political ob¬ 
jectives from the viewpoint of their urgency and importance. 
The character of the allocation of the budget appropriations 
for various programmes and categories of expenditure, shifts 
in the relative significance of individual budget items, 
changing structure of tax receipts—all these express in a 
specific manner the peculiarities of economic growth, 
the acuteness of class and social conflicts, government 
policy and the state of relations with theh outside world. 
In brief, the government budget reflects the most pro¬ 
found economic and political changes under way in the 
country. 

The steady absolute growth of the government budget 
and its rising share in relation to the national income has 
become an essential characteristic of the capitalist economy 
at a high level of its development. This process is by no 
means accidental: it expresses the immanent laws of capital¬ 
ism. Enhancement of the role of the budget is a reflec¬ 
tion of the profound changes in the functions of the capitalist 
state which have occurred in the last half a century. These 
functions have become a serious factor which exerts a 
many-sided influence on all spheres of economic decision¬ 
making. 

Engels pointed out that as the productive forces of capit¬ 
alism grow “. . . the state will ultimately have to undertake 
the direction of production ”. 1 This development confirms 
the fact that production which is social in its nature requires 
social regulation for normal functioning. At the same time 
the tendency towards centralisation of economic management 
is displayed under capitalism in specific and contradictory 
forms. State guidance of the economy, while preserving 


1 Karl Marx and Frederick Engels, Selected Works in three volumes, 
Vol. 3, Moscow, Progress Publishers, p. 144. 
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private ownership in the basic sectors of the means of pro¬ 
duction, is inevitably of a restricted, fragmentary nature and 
affects only separate spheres of productive economic activ¬ 
ity. Moreover, the state does not compete with the pri¬ 
vate sector, seeks to supplement it and ultimately ensures 
the interests of the ruling upper crust of the capitalist 
class. 

Nor is it accidental that the state began to play a special, 
exceptional role in the economic process only in the 20th 
century. At the threshold of our century deep-going shifts 
took place in the economic pattern of capitalism. There de¬ 
veloped a network of large corporations, which concentrated 
a substantial part of national financial and material re¬ 
sources. The free competition of producers began to give way 
to various forms of monopoly competition. At the same time 
the amplitude of cyclical fluctuations of output widened, the 
crisis of overproduction became particularly destructive, 
encompassing simultaneously many countries and shaking 
the capitalist economy to its foundations. Under these condi¬ 
tions the state was compelled to assume an ever increasing 
share of the economic, organisational and ideological 
functions. 

The process of restructuring the capitalist economy inevit¬ 
ably leads to interlocking and merging into one mechanism 
of the activity of large corporations with the economic power 
of the state. This process which is . now clearly observed in 
the economy of all developed capitalist countries is charac¬ 
terised as state-monopoly capitalism in Marxist economic lite¬ 
rature. State-monopoly capitalism, as a special form of so¬ 
cio-economic relations, was profoundly analysed in the works 
of Lenin. 

Capitalist economy changes and the growing complexity 
of the state functions have exerted a significant influence on 
economic theory. This was expressed in the crisis which 
jolted traditional concepts and doctrines of classical polit¬ 
ical economy in the West. The laissez-faire philosophy which 
propounds the concept of reducing to a minimum the partic¬ 
ipation of the state in the economic process, has lost its sig¬ 
nificance. It has been replaced by a directly opposite thesis 
embodied in the doctrine of Keynes and developed by his 
followers. It proclaims that, as a result of peculiar features 
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of the “mature” capitalist economy, stable economic de¬ 
velopment cannot be achieved without systematic and ener¬ 
getic government action designed to eliminate the adverse 
consequences of the uncontrolled market mechanism. Today 
the overwhelming majority of economists, with the excep¬ 
tion of the most conservative wing, admit that the market 
mechanism of economic activity under capitalism in prin¬ 
ciple cannot ensure either an adequate (optimal) distribution 
of resources and incomes or a solution of other important 
problems which arise in the course of economic and social 
development. Only the government, it is asserted in most of 
the economic works, is the sole instrument with the help of 
which it is possible to ensure relative stability of production, 
mitigate social conflicts stemming from economic and polit¬ 
ical inequality, and impart to capitalism the stability, dy¬ 
namism and vital force it lacks. State-monopoly capitalist 
regulation makes it possible to impose on the entire society 
economic decisions which are especially beneficial in the first 
place to the capitalist class. 

The strongest impulse for revising the doctrine of non¬ 
interference by the state in economic processes was given 
by the chronic disequilibrium of the capitalist economy in 
the 20th century. The disastrous consequences of fluctuations 
in economic activity culminated, at the beginning of the 
1930s, in what is known as the Great Depression. The pro¬ 
grammes of state financial aid to the biggest companies hit 
by the crisis of those years facilitated the development of 
the theoretical concepts of permanent government interven¬ 
tion in the economic sphere. This greatly influenced the ap¬ 
proach to problems of economic policy, including (in the 
first place), government fiscal policy. The sphere of public 
finance turned gradually into one of the main channels of 
the economic expansion of the state. Correspondingly, a huge 
budget and a growing public debt began to be regarded by 
Western theoreticians and political leaders not as an anom¬ 
aly or a flagrant violation of all the canons of “sound 
finance” but as a necessary condition for balanced develop¬ 
ment. The fact that a considerable part of the country’s pro¬ 
ductive and financial resources are systematically removed 
from private economic circulation in order to undergo 
distribution and redistribution along government bud- 
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get channels in accordance with special criteria and pur¬ 
poses, is now regarded as a normal economic procedure (see 
Chart I). 

The above chart shows that the government draws into 
the budget part of the incomes of the private sector in the 
form of taxes, payments and loans and then returns these 
financial resources into the income circuit in the form of 
expenditures for the purchase of goods and services, transfers 
and grants. Participating in the redistribution of the nation¬ 
al product and income, the government thus exerts an im¬ 
portant influence on production, consumption and saving. 
This makes it clear why the sphere of public finance has 
become an active area of theoretical studies and practical 
policy. 

The position of a budget in a country like the United 
States influences not only the domestic economic situation 
but international economic relations as well. The United 
States is the most powerful capitalist country in the world, 
and its budget includes huge amounts which are spent by 
the government for rendering diverse forms of aid (includ¬ 
ing military) to other capitalist countries, for the main¬ 
tenance of armed forces and military bases abroad. 

The US Government budget is exerting a serious impact 
on the international monetary relations of capitalist coun¬ 
tries. The dollar performs the role of an international 
reserve and means of payment and settlements in the 
capitalist world. To perform these functions stability of 
the purchasing power of the dollar is essential. But the 
latter is systematically undermined by the process of in¬ 
flation affecting the American economy. And one of the 
serious factors spurring on the inflation process is that of 
the government budget, to be more exact, its chronic im¬ 
balance and the methods of deficit financing. It is not by 
chance that the condition of the American financial system 
is being closely watched by economic experts and govern¬ 
ment officials in other capitalist countries. A large deficit in 
the US federal budget serves as a sign of the further wor¬ 
sening in the international position of the dollar and aggra¬ 
vates the international monetary crisis. 

For several decades the enhanced economic role of the 
government has been the object of intensive study by West- 
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ern economists. On the theoretical side great attention has 
been paid to the nature and causes of the rise of a public 
sector in the capitalist economy. 

Many problems of public finance and fiscal policy are 
raised from this angle. At the same time there is also the 
statistical aspect of the problem linked with the quantitative 
evaluation of the scale of government economic operations 
and their influence on the economic system. 

Data on the amounts of money drawn into the national 
budget, government expenditures and the public debt to the 
private sector are among the main parameters which 
characterise the level of economic activity of the state. 
We show the change of these indicators at three main levels 
of government in the USA—federal, state and local 
(see p. 14). 

The data of the table cover a period of 40 years. They 
demonstrate the substantial growth of government activity 
financed through the budget channels. Thus, between 1927 
and 1968 government revenue increased (in current prices) 
from $12,200 million to $265,600 million, i.e., almost 
22 times, and the expenditure 25 times (from $11,200 mil¬ 
lion to $282,600 million). The public debt (at all levels) 
amounted to $33,400 million in 1927; in 1968 it reached the 
astronomical figure of $468,700 million (an increase of 
14 times). 

It goes without saying that an appraisal of government 
operations is also influenced by an external factor—the 
change in the purchasing power of money linked with , the 
change in prices of goods. If the budget revenue and expen¬ 
diture were expressed in base year prices, the figures denot¬ 
ing increase would be more modest. Thus, using as an indi¬ 
cator of price changes the deflator employed by the US De¬ 
partment of Commerce in calculations of the national pro¬ 
duct and income (1958 = 100), we obtain the following 
picture: the revenue of government institutions at all levels 
in the USA in constant prices rose 9 times between 1927 and 
1968, the expenditure—10.5 times and the public debt 
(including that of state and local governments)—5.8 times. 
Nevertheless even these figures demonstrate the rapid expan¬ 
sion of the state economic activity. For comparison let us 
point out that the key indicator of economic development, the 
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Table 1-1 


Revenue, Expenditure and Debt of All Governments, 1927-1968 
(million dollars) 


Fiscal 

All govern- 

Federal 

State and local 

year 

merits 

Amount 

Percentage 

distribution 

Amount 

Percentage 

distribution 

Budget 

1927 

revenue 

12,191 

4,469 

36.6 

7,722 

63.4 

1940 

17,804 

7,000 

39.3 


60.7 

1944 

64,778 

51,399 

79.3 

13,379 

20.7 

1950 

66,680 

43,527 

65.6 

23,153 

34.4 

1955 

106,404 

71,915 

67.6 

34,489 

32.4 

1960 


99,800 

65.2 

53,302 

34.8 

1965 


125,837 

62.1 

76,748 

37.9 

1968 

| 265,639 

165,239 

62.2 

100,400 

37.8 

Budget 

1927 

expenditure 

11,220 

3,410 

30.4 

7,810 

69.6 

1940 

20,417 

3,177 


11,240 

55.0 

1944 

109,947 

99,448 


10,499 

9.5 

1950 

70,334 

42,429 


m. 

39.7 

1955 

110,717 

70,342 

63.5 

MOT 

36.5 

1960 

151,288 

90,289 

59.7 

Kill !in*l 

40.3 

1965 

205,550 

118,996 

57.9 

86,554 

42.1 

1968 

282,645 

166,411 

58.9 


41.1 

Debt oi 

1927 

utstanding 

33,393 

18,512 

55.4 

14,881 

44.6 

1940 

63,251 

42,968 

67.9 


32.1 

1944 

218,482 

201,003 


17,479 

8.0 

1950 

281,472 

257,357 

91.4 

24,115 

8.6 

1955 

318,641 

356,286 

274,374 

86.1 

44,267 

13.9 

1960 

286,331 

80.4 

69,955 

19.6 

1965 

416,786 

317,274 

76.1 

99,512 

23.9 

1968 

468,736 

347,518 

74.2 

121,158 

25.8 


Note-. Revenue and expenditure as of the end of the respective 
fiscal year; exclude intergovernmental transfer of funds; amount of debt 
outstanding as of the end of the fiscal year. 

Sources: Statistical Abstract of the United States 1970, p. 403; His¬ 
torical Statistics of the United States, Colonial Times to 1957 (hereaf¬ 
ter Historical Statistics ... to 1957), Washington, 1960, pp. 722-30. 
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gross national product of the USA, during the same period 
rose (in constant prices) only 3.8 times. 1 

The figures show that the greatest increase was registered 
by indicators characterising the activity of the federal gov¬ 
ernment: revenue rose 23.6 times; expenditure, almost 50 
times and the debt, 18 times. 

Military spending and related types of budget expendi¬ 
tures (payments to veterans of war, military aid to other 
countries, payment of interest on public securities, and so on) 
are the main factors responsible for the rise in spending by 
the federal government. 

Revenue and outlays of the state and local governments 
are important components of the general system of public 
finance. A detailed analysis of these activities is given in 
Chapter VI. At this point we shall merely indicate the gen¬ 
eral tendency. In the 1920s the state and local governments 
accounted for the main part of all budget revenue and ex¬ 
penditure; in 1927 they represented 63.4 per cent of the 
entire revenue and almost 70 per cent of the expenditure. 
Then, in the 1930s, the role of federal finance began to rise 
until it reached its peak during the war. The comparative 
decline in the financing of state and local governments also 
continues in the post-war period, but their share in revenue 
and expenditure rose somewhat, to 37-42 per cent. 

Lastly, there are other indicators characterising the grow¬ 
ing influence of the state. Among them is the number of 
persons engaged in the public sector. Thus, the total number 
of government employees in the USA (excluding the person¬ 
nel of the armed forces) was 13.0 million in 1970 as com¬ 
pared with 4.5 million in 1940. Of this number about three- 
fourths were employed by state and local agencies and a 
little less than one-fourth, by the federal government. The 
tendency towards a rise in the relative importance of the 
federal government is also reflected in employment figures. 
Prior to the mid-1940s the share of federal employees stead- 


1 The calculation was made on the basis of data of Table Tl 
and the Survey of Current Business, July 1971, pp. 13, 46. The value 
of the deflator of prices for 1927 was obtained by extrapolation, 
taking into account the change of the wholesale price index in 
1927-1929. 
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ily increased. But then an opposite tendency emerged—the 
proportion of employees in the states and municipalities 
began to rise (chiefly due to those engaged in education). 


Table 1-2 

Government Employment in the USA, 1940-1970 

(thousands) 



Total 

Federal 

State and local 

total 

state 

local 

1940 

4,474 

1,128 

3,346 



1950 

6,402 

2,117 

4,285 

1,057 

3,228 

1960 

8,808 

2,421 

6,387 

1,527 

4,860 

1970 

13,028 

2,881 

10,147 

2,775 

7,392 


As a 

percentage 

of the total 



1940 

100 

25.2 

74.8 

_ 

_ 

1950 

100 

33.0 

67.0 

16.6 

50.4 

1960 

100 

27.5 

72.5 

17.3 

55.2 

1970 

100 

22.1 

77.9 

21.1 

56.8 


Note : Figures include all persons in government employment ex¬ 
cept for the armed forces. 

Sources: Statistical Abstract of the United. States 1971, p. 420; 
Historical Statistics... to 1957, p. 709. 

It is also interesting to note the steady increase in the pro¬ 
portion of government employees to the number of persons 
engaged in the process of production and distribution. In 1929 
government employees (excluding the armed forces) amount¬ 
ed to 6.5 per cent of the total number of persons engaged 
in civilian production and in 1969, to 15.6 per cent. 1 

Another widely used indicator of state activity is the pro¬ 
portion of government purchases of goods and services to 
GNP. 


1 Calculated according to the Handbook of Basic Economic Statistics, 
June 1971, pp. 12-17. On this question see also S. Fabricant, The Trend 
of Government Activity in the United States Since 1900, National 
Bureau of Economic Research, New York, 1952, Appendix B; pp. 161- 
203. 
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The share of government purchases which during the 
Second World War reached up to one half of the GNP 
stabilised during the last 20 years at the level of one-fifth 
of the GNP. This shows that a huge and to a certain extent 
stable market for many enterprises of the private sector 
ensured by government orders, has arisen in the USA. It is 
difficult to overestimate the importance of this market in 
conditions of the dominance of market spontaneity. At the 
same time it is necessary to note that government-generated 
demand is largely of a one-sided, specific character. Its very 
uneven impact on different sectors and geographical regions 
gives rise to disproportions in the economy. A considerable 
part of the purchases is connected with unproductive expen¬ 
ditures by the government, specifically the purchases of 
armaments and supplies for the armed forces. The struggle 
for a share in the governmental “pie”, which is unfolding 
both among big corporations and geographical regions, is an 
important factor in US political life. 

At the same time the data supplied in Table 1-3 under¬ 
estimate the extent of state influence on economic activity 
because they do not include transfer payments. These pay¬ 
ments, as we shall see later, play an important role in the 


Table 1-3 

Government Purchases of Goods and Services 
(’000 million 1958 dollars) 


Years 

GNP 

Government purchases of goods and services 

Amount 

Per cent 

of GNP 

Total 

Federal 

State and 
local 

Total 

Federal 

State and 
local 

1929 

203.6 

22.0 

3.5 

18.5 

10.8 

1.7 

9.1 

1939 

209.4 

35.2 

12.5 

22.7 

16.8 

6.0 

10.8 

1944 

361.3 

181.7 

165.4 

16.3 

50.3 

45.8 

4.5 

n 

355.3 

52.8 

25.3 

27.5 

14.8 

7.1 

7.7 

1955 

438.0 

85.2 

50.7 

34.4 

19.5 

11.6 

7.9 

wmm 

487.7 

94.9 

51.4 

43.5 

19.4 

10.5 

8.9 

1965 

617.8 

114.7 

57.9 

56.8 

18.6 

9.4 

9.2 


720.0 

139.4 

65.4 

74.0 

19.4 

9.1 

10.3 



[ coo 
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redistribution of incomes among various groups of the popu¬ 
lation and they affect the functioning of the economy as a 
whole. Thus the relationship of all government spending to 
the GNP is often used as an indicator of the scale of gov¬ 
ernmental operations. In the 1969 fiscal year this ratio was 
21 per cent for the federal sector (with the share of pur¬ 
chases of goods and services amounting to 11.4 per cent). 

Many other statistics could be cited demonstrating the high 
level of economic power and, correspondingly, the influence 
of the government in the USA. Thus, the federal govern¬ 
ment owns over one-third of the 2,300 million acres of land 
occupied by the United States. Governments at all levels 
own nearly 20 per cent of the total stock of accumulated 
wealth (in the form of tangible assets) which is estimated at 
$3,000,000 million. Government-owned electric power sta¬ 
tions generate from one-fourth to one-third of all the elec¬ 
tricity consumed in the country; 30 per cent of total annual 
new construction in the United States is accounted for by 
public buildings and other structures (highways, dams, and 
so on). Lastly, about two-thirds of the total annual expen¬ 
ditures for research is financed by the federal government. 1 

By comparing the public sector in the USA with that of 
other developed capitalist countries certain essential differ¬ 
ences are revealed. The scale of direct participation by the 
US government in the organisation of productive activity is 
relatively small. The state primarily owns enterprises in the 
military sector, the atomic energy industry and space explo¬ 
ration, these enterprises constitute an insignificant group of 
all the companies in the country. The influence of the state 
on the private sector in the United States is expressed not 
so much in the form of direct nationalisation of industrial 
companies, as has been the case in France, Italy and Aus¬ 
tria, but primarily in direct and indirect financing, subsid¬ 
ising and regulating of various sectors (railways, agricul¬ 
ture, and so on). 

These special distinctions in the development of the pub¬ 
lic sector in the USA substantially enhance the role and 
importance of budgetary channels of government influence 

1 Robert H. Haveman, The Economics of the Public Sector, John 
Wiley & Sons, Inc., New York, 1970, p. 8. 
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in the economic sphere. It is not by chance that as regards 
the level and ratio of the budget expenditures (including 
local government budgets) to the GNP, the United States 
holds one of the first places in the capitalist world. Studies 
of the economy of the US public sector are largely devoted 
to an analysis of budget problems. 


2. GOVERNMENT INTERFERENCE AND INEFFICIENCY 
OF THE MARKET MECHANISM 

The present volume of government activity in the eco¬ 
nomic sphere of capitalism bears no comparison to the situa¬ 
tion which prevailed some 30-40 years ago. The significance, 
however, lies not only in the degree and scale of govern¬ 
ment interference but in the essence of this process. In prin¬ 
ciple the element of state coercion can be traced at all stages 
of capitalist development. In the era of the dominance of 
free competition, in conditions of the atomistic economic 
structure, the interference of the state was not only reduced 
to a minimum but was also of an auxiliary, “external” nature 
with regard to the “basic” economic process. The functions of 
government agencies were limited to maintenance of the gen¬ 
eral conditions of “law and order” and the protection of 
capitalist property. 

Today in the period of the dominance of large industrial 
corporations which monopolise the production and marketing 
of major goods and services, the state directly interferes in 
the reproduction process and tries to exert a purposeful in¬ 
fluence on it. A big corporation requires for its normal func¬ 
tioning stable economic activity, stable prices, guaranteed 
markets, i.e., conditions incompatible with the spontaneous, 
uncontrolled market mechanism. 1 David T. Bazelon, an 
American economist, rightly remarks that modern gigantic 
capitalist enterprises would perish without such federal gov¬ 
ernmental activities as taxation, expenditures, grants, guar¬ 
antees, organisation, aid, regulation and the ensuring of a 
proper level of the national income. 2 


1 John K. Galbraith, The New Industrial State, Houghton Mifflin Co., 
Boston, 1967, p. 193. 

2 David T. Bazelon, The Paper Economy, New York, 1965, Chapter X. 


2* 
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Today a capitalist state not only openly proclaims its 
responsibility for eliminating the strongest cyclical fluctua¬ 
tions of economic activity. It sets itself the aim of guiding 
long-term trends, seeks to influence the historically shaped 
rates of economic growth and national economic propor¬ 
tions, create conditions for the acceleration of scientific and 
technological progress, plan programmes of “social services”, 
and so on. The state is firmly “built into” the system of 
economic relations and a sudden stoppage of its activity 
would most seriously derange the entire capitalist economy. 

The increased role of the state in the economic life of 
capitalist countries is an objective and irreversible process. 
It takes place in all highly developed capitalist countries, 
although it develops, as we pointed out, at different tempos 
and in different forms. The opinion is at times voiced that 
the degree of intervention by the state is determined by 
conscious factors: the expression of the will of the masses, 
collective opinion about the “permissible level” of the de¬ 
velopment of the public sector. Naturally, historical condi¬ 
tions and traditions, local distinctions, and so on, play a 
certain part, are superimposed on the general tendency. But 
the roots of the process of the augmentation of the power 
and influence of the state should be sought in the objective 
laws of capitalism’s development, in the chronic instability 
of an uncontrollable economy and in the desire of the capi¬ 
talist elite to utilise the state machine for consolidating its 
power. Explanation of the phenomenon of “state capitalism” 
in Western literature is usually reduced to demonstrating 
the limited nature of the market mechanism, its inability to 
ensure the efficient functioning of the system and to solve 
important problems of social development. Indeed, such a 
limited nature is inherent in the capitalist market. But to re¬ 
duce to it the entire problem of present-day state interven¬ 
tion means to ignore the chief thing. State-monopoly capi¬ 
talism is the stage of highly developed capitalism which is 
characterised by the emergence of close and diverse ties be¬ 
tween the big corporations and the state. This alliance ultim¬ 
ately aims at protecting the interests of the ruling class. Not 
to consider this primary factor, to reduce the role of the state 
to the position of a “neutral and unbiased arbiter” guided 
by the interests of all sections of society would mean to bar 
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the road to an objective study of the nature and phenomena 
of contemporary capitalism. 

At the same time an analysis of different manifestations 
of the inefficiency of the market mechanism, made by West¬ 
ern researchers, is by itself of undoubted interest. These 
phenomena speak of the transitory nature of capitalism, the 
inevitability of transition to another economic system based 
on social ownership of the means of production and managed 
in a planned way. These principles of organisation of the 
economy are more adequate to the high level of develop¬ 
ment of the productive forces. 

The tendency towards extension of public operation is 
most distinctly displayed in spheres of the economy where 
private capitalist enterprise cannot or does not consider it 
profitable for itself to produce definite types of goods and 
services and to perform functions of vital importance for 
society. The development of the economic infrastructure, 
the educational system, a wide range of “public services” 
(public health, pension system), the financing of long-range 
projects, the organisation of fundamental scientific research 
—such is the most general and by far not complete enumer¬ 
ation of spheres in which the state tries to fill the “vacuum” 
created by private business. Here we have a clear example 
illustrating the point: the aims and interests of social de¬ 
velopment come into contradiction with the chief criterion of 
capitalist enterprise—the principle of profit maximisation. 
The public sector of the economy serves as a kind of “safety- 
valve” which makes it possible, within certain bounds and 
for a certain time, to resolve emerging contradictions, to 
smooth over conflicts, to ensure society a minimum of major 
services for satisfying collective needs. 

There are many facts demonstrating the inability of the 
market economy to ensure an adequate volume of produc¬ 
tion of goods and services of importance from the national 
economic viewpoint. Equally, the purely market form of eco¬ 
nomic organisation contains no regulators restricting the 
development of such types of productive activity which, 
although they bring a profit to the individual producers, 
directly or indirectly inflict harm on society. These features 
in the functioning of the market mechanism are specifically 
reflected in the problem of external or spillover effects. 
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There are many spheres of economic activity which, aside 
from the direct results paid for by the consumer, exert an 
indirect influence of a positive or negative nature. The 
person receiving the indirect benefit of this influence makes 
no payment to the producer for this service. On the other 
hand neither is the consumer compensated for by those 
guilty of inflicting harm upon him. 

It is known, for example, that education, besides afford¬ 
ing direct benefit to the student, is of use to entire society. 
But this effect of education is not considered in the payment 
for tuition, and the scale of this sort of activity ensured by 
the private sector is obviously inadequate. 1 

Here is another example. Many types of industrial pro¬ 
duction are linked with the pollution of the environment. 
But this effect, adverse from the viewpoint of society, is not 
reflected in the production costs. The state is urged to help 
increase the volume of services of the first type and reduce 
activity of the second type. Guided by considerations of the 
“public good”, the state should stimulate education and in¬ 
troduce various types of free tuition, in other words, reduce 
the total cost of education; and it should restrict the activ¬ 
ities of companies which pollute the air with production 
wastes through a system of fines, and so on (i.e., by increasing 
production costs). 

Robert Dorfman, a well-known American economist, 
points to the existence of a large gap between the public 
interests and the criteria of private capitalist enterprises. He 
points out that there is a growing number of enterprises 
which are justified from the public viewpoint, but are re¬ 
garded by businessmen as unprofitable. At times they do not 
bring in a profit because of the conditions under which the 
product is distributed or consumed (for example, “collective” 
goods, conveniences and services available to all comers), or 
because their payment is too burdensome or unjustified (street 
patrolling service); at times owing to production conditions 
(only the government can buy lands needed for the building 


1 In conditions of the contemporary scientific and technological revolu¬ 
tion and the economic rivalry of big powers, there are also other reasons 
which compel a state to step up the development of the educational sys¬ 
tem. 
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of highways or the reconstruction of cities); at times owing to 
the fact that the market undervalues some things which in the 
long-range aspect are highly valued by society (for example, 
preservation of natural wealth.) 1 

What are the most general illustrations of the inefficiency 
of the market mechanism? A logical scheme, presented with 
various modifications in many Western textbooks, is given in 
the book, Government Finance. An Economic Analysis by 
John Due. 2 Due formulates a number of general conditions, 
the existence of which he regards as of exceptional im¬ 
portance for the proper functioning of the capitalist economy 
and the absence of which makes government intervention 
necessary. Among them are: “1. Maximum individual free¬ 
dom of choice; 2. optimum standards of living, in terms of 
available resources and consumer and factor-owner prefer¬ 
ence; 3. distribution of income in conformity with currently 
accepted standards of equity.” 3 In real life, according to 
Due, these purposes are seriously distorted as a result of 
adverse influences arising in the course of market decision¬ 
making. Thus, the tendency to monopolise resources, capital 
markets, and so on, distinctly displayed in the course of the 
development of capitalism, reduces to naught the “individ¬ 
ual freedom of choice”. The optimum standard of living 
(under which Due implies the most efficient use of the avai¬ 
lable resources of society from the viewpoint of the public 
good) cannot be achieved because of the operation of such 
elements as restriction of competition in the markets of con¬ 
sumer goods and factors of production; capitalism’s inherent 
hindrances to achieving full employment of manpower and 
productive resources; the gap between marginal benefits and 
costs as regards private individuals and society as a whole 
(the problem of external effects earlier mentioned). 

As for the third important condition, more equitable dis¬ 
tribution of income, Due confines himself to the following 
cautious statement: “The market economy, even with relati- 


1 Measuring Benefits of Government Investments, Ed. by Robert 
Dorfman, The Brookings Institution, Washington, D.C., 1965, Introduc¬ 
tion, pp. 3-4. 

2 John F. Due, Government Finance. An Economic Analysis, Richard 
D. Irwin, Inc. Homewood, Illinois, 1954, Chapters 1 and 2. 

3 Ibid., p. 5. 
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vely free competition, has resulted in a pattern of income dis¬ 
tribution among families, which opinion in society has typi¬ 
cally regarded as inequitable, because of the high degree of 
inequality. The degree of inequality has been increased still 
more by the development of monopoly power.” 1 

Due’s laconic manner of speaking about the third condi¬ 
tion is understandable. The uneven distribution of incomes is 
an eternal and the most acute problem of capitalism, the 
source of social conflict and class struggle. But the method 
of distribution is determined by the entire system of capital¬ 
ism’s production relations and can be changed only through 
transition to another, higher socio-economic formation. 
Palliative measures of the state in this sphere merely 
emphasise the pressing need for a cardinal solution of the 
problem. 

An economic analysis of state intervention, as a rule, is 
not limited to a description of government activity or an 
explanation of the reasons for the growth of the public sec¬ 
tor. One of the trends of study is an attempt to ascertain the 
“optimum boundaries” of this sector, utilising for this pur¬ 
pose an apparatus of highly abstract models. The latter, as a 
rule, are divorced from the real conditions of the political 
process which determines the volume and composition of the 
government expenditure. It is a matter not of observing 
developments in real life but of what ought to happen 
given certain assumed conditions for the functioning of the 
system. 

This problem is studied by a special branch of economic 
analysis—welfare economics. With its help a technique is 
being devised for evaluating alternative situations from the 
viewpoint of satisfying to the maximum individual needs 
within the limits of the examined collective or group. The 
proponents of such an approach are trying to employ the 
techniques of marginal evaluations elaborated in microeco¬ 
nomic analysis for weighing the public benefits and costs 
linked with government operations. 2 But a study of govern¬ 
ment activity on the basis of market economy criteria is ex- 


1 Ibid., p. 10. 

2 William J. Baumol, Welfare Economics and the Theory of the 
State, Harvard University Press, Cambridge, Mass., 1952. 
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ceedingly difficult. The point is that many types of govern¬ 
ment services do not have a “price” determined by market 
forces (for example, judiciary functions, defence, and so on). 
The absence of objectively formed evaluations essentially 
hampers (and in a number of cases completely excludes) the 
measurement and comparison of costs and effects. At the 
same time the existence of a considerable external effect in 
many services of the public sector creates a gap between the 
marginal evaluations from the viewpoint of the individual 
and society as a whole. This again complicates the applica¬ 
tion of the principles of marginal analysis to the study of 
government operations. For all the attractiveness of a study 
of the optimum limits of state activity, which is “strict” from 
the viewpoint of “pure theory”, the apparatus of welfare 
economics, in the opinion of many theoreticians, is poorly 
suited for the study of concrete processes and situations. Let 
us refer in this connection to a statement made by Jan Tin¬ 
bergen, an eminent economist: “The problem of finding the 
optimum regime is the central problem of welfare econom¬ 
ics. ... This means that we assume knowledge about two 
things: first, about the preferences of the individuals consti¬ 
tuting the economy and, second, about how to weigh the 
interests of different individuals in determining social well¬ 
being or social welfare. In customary economic language this 
means, first, knowledge about the utility functions of the in¬ 
dividuals and, second, about the social utility function. These 
are far-reaching assumptions because our knowledge about 
individual utility functions is very limited, and the social 
welfare function depends on how we compare utilities of 
different persons.” 1 

A zealous custodian of the traditions of free enterprise 
Eugene Rostow writes: “It [the problem of planning .—The 
Author ] is inescapable because a capitalist economy doesn’t 
keep itself at high levels of employment, nor can it accom¬ 
plish unaided certain other economic goals of the commun¬ 
ity. And there are no institutions, apart from those of 
government, to carry out the essential preliminary func¬ 
tion of planning—that of seeing to it that the aggregate 

1 Jan Tinbergen, Central Planning, Yale University Press, New 
Haven, London, p. 82; see also Kenneth J. Arrow, Social Choice and 
Individual Values, John Wiley & Sons, Inc., New York, 1951. 
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of all spendings in the economy is high enough to ensure 
full employment, and not so high as to produce infla¬ 
tion.” 1 

The term “planning” is employed by Western authors in 
the most diverse interpretations and aspects. It encompasses 
a motley range of concepts—from indicative planning of 
the French type to imperative or directive planning, from 
the compilation of the most general—long-range forecasts 
to projects and programmes elaborated in detail. 2 At the 
same time, in evaluating planning methods, it is considered 
“the proper thing” to regard with disapproval the system of 
planning existing in socialist countries, putting up in contrast 
to it “capitalist planning”, “liberal planning” and even 
“planning for freedom”. 3 

Terminology by itself hardly improves the forms and 
methods of planning. It seems, however, that planning, by 
its very nature as an instrument of co-ordinating different 
economic elements and subordinating them to a single social 
goal, must be of an all-round and binding nature and must 
not be confined to general evaluations and recommendations 
which are not binding on anyone. 

We find a more pragmatic approach to the problem of 
the limits and intensity of state intervention among followers 
of the Keynesian theoretical scheme. Keynes formulated a 
number of causal and functional links between key macro- 
economic factors (consumer spending, savings, investments, 
the interest rate, money, and so on) and tried to develop them 
into a single system. In current variants of the Keynesian 
scheme government spending and taxes perform the role of 
“adjusting elements” which rectify discrepancies in the 
dynamics of the major national economic variable—the ag¬ 
gregate demand for goods and services presented by the pri¬ 
vate sector of the economy. The shortage of private demand 
(and Keynes proceeded from the premise that the shortage 


1 Eugene V. Rostow, Planning for Freedom. The Public Law of 
American Capitalism, Yale University Press, New Haven, Connecticut, 
1960, p. 23. 

2 Andrew Shonfield, Modern Capitalism. The Changing Balance of 
Public and Private Power, London, Oxford, New York, 1969, Chapter 2. 

3 Eugene V. Rostow, Op. cit., p. 22. 
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of demand is inherent in the economy of mature capitalism) 
requires additional government investments financed by the 
selling of public securities.The excess of demand beyond the 
level dictated by the available resources of society must be 
accompanied by government measures for curtailing demand 
(through an increase of taxes, and so on). 

Hence the tremendous significance attached in the West to 
measures of government fiscal policy as an instrument of 
economic stabilisation and control. In its simplest form the 
general ways of influencing the economy with the help of 
budget instruments can be demonstrated in the following 
model: 


C = C 0 + cY d 

0 < c < 1 

(1) 

Y d = Y —T 


(2) 

T = T 0 + xY 

0 <[ x < 1 

(3) 

I = I„ 


(4) 

G = G 0 


(5) 

Y — C + I + G 


(6) 


where C is consumption expenditure by households; c is 
marginal propensity to consume; Y is the gross national pro¬ 
duct; Yd] is disposable income (i.e., disposable income after 
taxes); T is total tax collections from households, x is mar¬ 
ginal propensity to pay taxes under the existing tax struc¬ 
ture; I is investment expenditure by firms and G is govern¬ 
ment purchases of goods and services. Index “o” denotes the 
initial level of the variable introduced into the model from 
the outside. 

From the given system of equations there directly follows: 


a Y I 

A Q I — c (I — x) 
A Y —c 

a T 0 I — c (I — x) 


(7) 

( 8 ) 


Equation (7) gives the multiplier applicable to govern¬ 
ment purchases and equation (8)—the multiplier for a 
change in taxes. In the first case the formula shows how the 
GNP changes with the change in government spending; here 
the multiplier is positive and equals, let us assume, 3. This 









28 


V. USOSKIN 


means that a change in the government purchases of goods and 
services by $1,000 million ultimately leads, through the given 
chain of dependence and effects, to an increase of the GNP 
by $3,000 million. In the second case the multiplier is nega¬ 
tive (let us say minus 1.8); an increase in tax receipts by 
$1,000 million will bring about a reduction of the GNP by 
$1,800 million. 

Government policy in various economic situations is based 
on these propositions: in conditions of a depression it is 
advised to increase budget spending and reduce taxes so as 
to bring about a growth in effective demand; on the other 
hand, in conditions of an inflationary boom it is advised to 
reduce demand by curtailing government spending and rais¬ 
ing taxes. 

But even quite incomplete, selective and poorly co-ordi¬ 
nated measures of centralised regulation of economic activ¬ 
ity have been arousing vociferous protests of the defenders 
of free enterprise. The general point in their works is the 
thesis concerning the need to restrict state action within 
narrow and strictly delineated bounds. 

Contemporary capitalist economy is conceived as some 
kind of a “private-collectivist” system in which elements of 
centralised guidance should be administered in “doses” and 
combined in definite proportions with private decisions on 
questions of production and consumption. A bitter polemic 
is being waged over the “best” combination of these two 
opposite elements—centralised regulation of the economy 
and the spontaneous functioning of the market. Most econo¬ 
mists are of the opinion that in the absence of sizable and 
systematic governmental actions modern capitalist economy 
would be subjected to disastrous fluctuations of economic 
activity. At the same time there is a large group of econo¬ 
mists and political leaders in the United States who charac¬ 
terise the process of increasing the role of the state and 
growth of the public sector and the budget as “creeping so¬ 
cialism” which endangers the “freedom” and the very exis¬ 
tence of American society. The arguments of this group 
usually boil down to an apology for the “classical” forms of 
capitalist activity, the apologists claim that capitalism is a 
“basically sound”, “stable” system in which the operation of 
internal self-regulating mechanisms is effective and charge 
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that deep disproportions arise precisely as a result of 
“excessive” intervention of the state in the reproduction 
process. 1 

A vast area of intermediate, at times eclectical and contra¬ 
dictory views lies between these polar positions. Moreover, 
there are periodic changes in the relationship of forces be¬ 
tween the supporters of, and opponents to, energetic govern¬ 
ment action, largely determined by changes in economic sit¬ 
uation. A decrease of output, increase of labour unemploy¬ 
ment, rise of underemployment of productive capacities and 
other symptoms of a depressed condition of the economy are 
usually accompanied by a drive in favour of extending state 
intervention. Conversely, in periods of accelerated economic 
growth, widespread opposition is expressed against any in¬ 
crease in government spending and more people voice the 
opinion that it is necessary “to slow down the growth” and 
“to balance the economy”. 

These tendencies were clearly revealed in the USA in 
recent years when the Republican Party came into office. The 
Nixon Administration put forward as its paramount aim the 
slowing down of economic growth in order to restore the 
economic proportions distorted during the preceding years. 
Inflation became the main target of government economic 
activity. The Administration proposed: a reduction in the 
scale of government stimulating measures, limitation of the 
budget deficit, stepping up the use of traditional tools of 
monetary policy and the “balancing” of growth by curtailing 
excessive demand. 

But the hope placed in the self-regulating mechanism un¬ 
derlying the government’s policy was not justified. The sharp 
worsening of major indicators of production and employment 
early in 1970 forced the Administration hastily to revise its 
entire economic programme. This was also spurred on by 
criticism of the Republican Party leadership by advocates 


1 M. Friedman, Capitalism and Freedom, Chicago University Press, 
Chicago, 1962; F. A. Hayek, The Road to Serfdom, Chicago University 
Press, Chicago, 1944; F. A. Hayek, The Constitution of Liberty, Chicago 
University Press, Chicago, 1960; Ludwig von Mises, Human Action, 
Yale University Press, New Haven, 1949; Henry G. Simons, Economic 
Policy for a Free Society, Chicago University Press, Chicago, 1948. 
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of “activism” and energetic interference in the economy. 
The Government had to launch large-scale stimulating budget 
measures which, in turn, resulted in a huge unplanned budget 
deficit in the 1971 fiscal year and largely reduced to naught 
the effect of former restrictions designed to curb inflation. As 
a result, the first postwar attempt to reduce the scale of state 
stimulation of the economy actually ended in failure. 

Thus far we discussed the reasons for the origin and de¬ 
velopment of a large public sector and the economic policy 
of the state as an instrument of rectifying the defects of the 
market mechanism. To what extent do governmental actions 
“correct” the course of social development and improve the 
“general welfare”? An answer to this question is given in 
subsequent chapters of this book. But already at this point it 
is possible to draw some general conclusions. The chief con¬ 
clusion is that despite increased government activity, despite 
the greater use of methods and forms of regulation and con¬ 
trol in the economic sphere, the state cannot alter the nature 
of capitalism which daily, hourly reproduces all dispropor¬ 
tions in production and distribution which the state is trying 
to eliminate or mitigate. 

Numerous facts reveal that in the richest capitalist country- 
in the world with its powerful productive capacities and 
enormous redistribution of incomes conducted through gov¬ 
ernment budget channels, obvious social contrasts, material 
and political inequality, far from being abolished, on the 
contrary, tend to grow sharper in the course of economic 
development. 

The system of socio-economic priorities operating in the 
United States does not ensure the satisfaction of many urgent 
needs of society. In the short-term aspect it is the prime task 
of government economic policy to ensure stability of econom¬ 
ic growth and maximum employment. At the same time it is 
gradually becoming clearer that an increase of national out¬ 
put and a rise in the level of money incomes do not automa¬ 
tically lead to a solution of the problem of social inequality 
and other pressing problems of capitalism. The changing 
composition of social needs has no adequate mechanism for 
their satisfaction. 

Edward S. Mason, Professor of Harvard University and 
well-known American economist, in his analysis of the fea- 
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tures of a “mature society” (he places contemporary Ameri¬ 
can capitalism in this category ) 1 points out that recent expe¬ 
rience shows how much easier it is to regulate the world of 
things than to effect even moderate shifts in the way of life 
of people and civilisations. 

In Mason’s opinion only some chronic disproportions inher¬ 
ent in the American economy can be eliminated “automati¬ 
cally” if full employment is maintained over a sufficiently 
large period. These are: the “farm problem” revealed in the 
relative overproduction of agricultural commodities and the 
systematic decline in the incomes of farmers; the problem of 
distressed areas, i.e., entire geographical areas suffering from 
chronic mass unemployment and low level of production; 
and, lastly, questions connected with industrial automation 
and better technology. The latter creates a real threat of 
“structural unemployment” which cannot be eliminated by 
the simple “creation” of an additional demand for goods. 
Mason admits the acuteness and complexity of these prob¬ 
lems but considers that the process of economic growth will 
ultimately eliminate them. 

This confidence can hardly be shared. The solution of the 
long-standing “farm problem”, the elimination of "distressed 
areas”, eradication of the causes of “structural unemploy¬ 
ment”—all these require a broad comprehensive programme 
of socio-economic changes connected with shifting of re¬ 
sources and populations among regions and sectors, a planned 
change in the pattern and volume of production, regula¬ 
tion of economic proportions, and so on. Neither the mar¬ 
ket nor the capitalist state can undertake the implementation 
of such programmes on a sufficiently wide scale. Only 
the socialist system where production is organised in a plan¬ 
ned way on a nation-wide scale can cope with such pro¬ 
grammes. 

Skirting round the serious problems related to inflation 
and balance of payments, Mason turns his attention to an¬ 
other group of questions which, as he admits, cannot be 


1 Edward S. Mason, “Objectives of Mature Society” in The Nations 
Economic Objectives, Ed. by Edgar O. Edwards, Chicago University Press, 
Chicago, 1964, p. 2. 
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solved by a mere expansion of production. Among them 
are: 

1) the change in the proportions between urban and rural 
populations; 

2) the change in the age distribution of the popula¬ 
tion; 

3) shifts in the pattern of consumer demand as per capita 
incomes rise. 

The first point leads to one of the most acute problems of 
present-day America—the city crisis. According to census sta¬ 
tistics, 63 per cent of the entire population in 1960 lived in 
metropolitan areas. Thus, not only has the rural population 
moved to the cities but the urban population has shifted from 
small communities to the very large cities. Not less than 20 
million people will be concentrated within the New York 
metropolitan area in 1985. 1 .. Close to three-quarters of our 

people are destined to live in metropolitan areas and over a 
third in metropolises of more than a million, affected by what 
happens to our cities. And American cities, to speak bluntly 
but truthfully, are a mess.” 2 

The second question raised by Mason is also quite urgent. 
It is a matter of the “ageing population”, i.e., a comparative 
increase of percentage of the population in the age of 65 or 
older. This requires the development of pension and medical 
care systems which, according to the admission of specialists, 
are at present in an entirely unsatisfactory condition. And 
again the question is linked with the need to redistribute the 
financial resources on a nation-wide scale. 

Lastly, there is the third question, concerning a change in 
the structure of wants. This, in turn, is reflected in a greater 
demand for some types of services and the stepped-up devel¬ 
opment of a number of sectors. The conglomerate sector 
called “service industries” in the United States (and statistics 
include in it a very wide range of economic activities) exceeds 
the similar sector in any other capitalist country. More 
than 50 per cent of the entire labour force is employed here 


1 Robert H. Connery and Richard H. Leach, The Federal Govern¬ 
ment and Metropolitan Areas, Harvard University Press, Cambridge, 
Mass., 1960. 

2 Ibid., p. 6. 
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and there is a tendency for a further rise of employment in 
this sphere. Moreover the demand grows particularly quickly 
in such areas as education, medical care and the recreation 
industry. 

The more far-sighted economists, sociologists and political 
leaders are deeply concerned over this situation and are 
urging the government to take determined measures to in¬ 
crease spending for social needs. Of interest in this respect 
is the concept of “social balance” advanced by John Kenneth 
Galbraith in his book T he Affluent Society which gained 
wide renown in the United States and other countries. Gal¬ 
braith considers that one of the chief factors contributing to 
the disproportionate development of capitalism lies in the 
upsetting of the balance between the so-called “public goods” 
provided by the state outside the market for satisfying col¬ 
lective and individual needs of society’s members and “pri¬ 
vately produced goods” distributed through the market. Gal¬ 
braith notes that in contemporary capitalist society there is a 
serious shortage of goods of the first kind and an excess of 
goods of the second group. He cites in his book numerous 
and quite impressive examples of the “crisis” of the supply of 
public goods: the overcrowded and decrepit school buildings, 
antisanitary conditions of city streets, inadequate medical 
service, pollution of the environment, and so on. “Failure to 
keep public services in minimal relation to private produc¬ 
tion and use of goods is a cause of social disorder or impairs 
economic performance ,” 1 Galbraith writes. 

He cites as one of the reasons for this imbalance, the psy¬ 
chology of the man in the street who succumbs to the stultify¬ 
ing influence of modern advertising and buys vast quantities 
of goods he often does not really need but at the same time 
completely ignores urgent social requirements. That is why 
Galbraith advocates a further increase in taxes, and greater 
redistribution of incomes through the state budget for satisfy¬ 
ing public needs. 

This recommendation is hardly feasible in conditions when 
the tax burden reaches a very high level and the further in¬ 
crease in tax rates will merely produce a negative effect on 


1 John K. Galbraith, The Affluent Society, Houghton Mifflin Com¬ 
pany, Boston, 1958, p. 259. 

5—62 
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the living standard of the poorest strata. Yet Galbraith’s work 
indicates another, more realistic way of eliminating the cata¬ 
strophic deficiency in public services—a change in the struc¬ 
ture of government spending, a reduction of the military 
expenditure which absorbs a great part of federal appropria¬ 
tions. 1 

The “social balance” theory reflects the real contradictions 
of capitalist development but in a distorted, irrational way. 
The stresses have been shifted and the real causes remain 
undiscovered. The chief conflict lies not in the sphere of “re¬ 
lations of things” (this is merely the outward display of the 
disproportion) and not in the wrong psychology of the con¬ 
sumer. A powerful sector has arisen in the United States 
which ex-President Eisenhower very aptly named the mili¬ 
tary-industrial complex, for which the maintenance of mili¬ 
tary appropriations at a stable high level is of vital impor¬ 
tance. Robert Haveman points to the pressure brought to 
bear on the budget by the interconnected aggregate of mili¬ 
tary men and political representatives of regions with large 
military bases, war industry corporations and also scientists 
and analysts working on military projects and the develop¬ 
ment of new types of weapons. Every member of this inter¬ 
connected aggregate, often named the military-industrial 
complex, according to Haveman, thinks that an increase in 
military spending is in his personal interests. 2 

Thus, the US government budget is far removed from the 
idyllic picture portrayed which presents it as a mirror-like 
reflection of the “collective expression of will” of Ameri¬ 
can citizens. Its structure, and the priorities given to partic¬ 
ular programmes are determined in accordance with the 
desires of powerful “pressure groups” which at times gain 
great influence. The widely advertised projects for improving 
the distribution of incomes by creating a “welfare state” 


1 “In the mid-fifties defense expenditures were rather more than 
half of all the expenditures of the federal government and rather more 
than the total expenditures of states and localities combined. Were 
these sums to become available in any considerable part for the civilian 
services of Governments in the years ahead, social balance could be 
quickly restored.” (Ibid., Cambridge, 1958, p. 312.) 

2 See Robert H. Haveman, T he Economics of the Public Sector, John 
Wiley & Sons, Inc., New York, 1970, p. 220. 
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which spends a substantial part of the budget revenue for 
satisfying the needs of the poorest groups of the population 
as a rule, fail to achieve a set objective. In princple “the wel¬ 
fare state” is in duty bound to maintain a “minimum stand¬ 
ard” of income, health and education of the population and to 
rectify by its actions the most glaring disproportions in these 
spheres. Occasionally, the functions of “the welfare state” 
are more widely interpreted and they include general regu¬ 
lation of economic activity . 1 

Opposition to increasing government spending for social 
needs is very strong in certain political circles of the United 
States. As will be subsequently shown, these expenses are 
usually the first to be cut as soon as the need arises to in¬ 
crease the military, foreign aid and other related expendi¬ 
tures which in present-day conditions have unchallenged 
priority over everything else. Nor is it accidental that for 
many years spending for social needs in relation to total bud¬ 
get expenditures as well as to national income has been con¬ 
siderably lower in the United States than in other developed 
capitalist countries . 2 

The characterisation given by the American economist, 
Harold L. Wilensky, is quite apt: “Ours is a reluctant wel¬ 
fare state .” 3 Such a situation cannot be regarded as acci¬ 
dental. The public sector “built into” the capitalist economy 
is subordinated to the general laws of this socio-economic 
formation. In the “private”-“collective” policy mix, private 
interests dominate. Moreover, social groups possessing wealth 
and power are exerting a great influence on the real political 
process which ultimately determines the economic measures 
of government agencies. 

The inability of the capitalist state to solve urgent prob¬ 
lems of economic and social development are sharply crit¬ 
icised by various sections of American society. Professor 
Martin Bronfenbrenner, chairman of the Department of Eco¬ 
nomics of the Carnegie-Mellon University, sums up the 
views of radically-minded circles in the US concerning the 

1 Alfred J. Kahn, Theory and Practice of Social Planning , Russel 
Sage Foundation, New York, 1969, pp. 42, 43. 

2 See Richard A. Musgrave, Fiscal Systems, Yale University Press, 
New Haven and London, 1969, pp. 95, 360-61. 

3 Quoted after Albert J. Kahn, op. cit., p. 51. 
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capitalist system. He points to the equal distribution of in¬ 
come, wealth, and power within individual countries. In 
many countries too many resources are allocated to private 
goods consumed by the upper and middle classes, and to 
military goods, too little to public goods and services, used 
by the poor as routes to equalisation of income and wealths. 
Another aspect of misallocation is the ignoring of the set of 
social costs (externalities) involved in the term ‘quality of 
life’—pollution, alienation, over-population, and resources 
exhaustion. He also mentions failure either to eliminate or 
greatly mollify racial discrimination . 1 

As we see, all this is linked to one degree or another with 
the budget, its structure, the dynamics of its main items and 
government fiscal policy. These specific “financial” questions 
which represent a definite aspect of the more general problems 
of development of capitalism are examined in subsequent 
sections of the book. 


3. STRUCTURE OF PUBLIC FINANCE 

Formally, the budget represents a group of tables which 
outline in smaller or greater detail the different items of 
revenue and expenditure. But, as pointed out earlier, these 
tables conceal the real mechanism of state power and the 
determination of the most important political decisions. No 
government programme can be implemented without appro¬ 
priating the necessary funds. Aaron Wildavsky, a specialist 
on problems of political decision-making, offers the following 
characteristic of the US budget: “Taken as a whole the fede¬ 
ral budget is a representation in monetary terms of govern¬ 
mental activity. If politics is regarded in part as conflict over 
whose preferences shall prevail in the determination of na¬ 
tional policy, then the budget records the outcomes of this 
struggle. If one asks, ‘who gets what the government has to 


1 See Martin Bronfenbrenner. “Radical Economics in America: A 1970 
Survey”, Journal of Economic Literature, September 1970, Vol. VIII. 
No. 3, p. 749. 
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give?’ then the answers for a moment in time are recorded 
in the budget. If one looks to politics as a process by which 
the government mobilizes resources to meet pressing prob¬ 
lems, then the budget is a focus of these efforts.” 1 

The government functions are thus specifically reflected 
in the budget structure. We shall analyse these functions in 
more detail in later chapters but shall confine ourselves in 
this section to a general characterisation of the features of 
the U.S. system of public finance. 

The state financial system in the USA corresponds to the 
three-level structure of organisation of political power: the 
federal government, the state governments and the local 
governments. Correspondingly there are three levels of finan¬ 
cial organisation—federal finance, state finance and local 
finance. 

According to census statistics, the United States has more 
than 92,000 various government units, the overwhelming 
majority of which belongs to the lower, local level. Thus in 
1962 total number of 91,158 government units included 
3,040 counties, 17,144 towns and townships, 17,956 munici¬ 
palities of big cities, 34,668 school districts and 18,301 other 
units (rural districts, police precincts, fire protection districts). 
Territorially the boundaries of these units do not coincide. 
Thus the residents of one county may belong to different 
municipalities, school districts, and so on. All these units 
secure their financing through taxes and excises, appropria¬ 
tions from higher level government, and the like, and they 
allocate these resources in the course of performing various 
functions within their jurisdiction. Each unit thus has its own 
financial draft plan which is included in the general cate¬ 
gory of local budgets. Units at a higher level—the state 
governments and the Federal Administration—also perform 
the full range of budget functions: collect taxes, spend mon¬ 
ey, issue loans. Such a structure of the financial system gives 
rise to the vast complex of intergovernmental financial rela¬ 
tions and in addition requires considerable effort to co-ordi¬ 
nate operations at different levels. Moreover, the relations 
between the financial system of the state, on the one hand, 


Aaron Wildavsky, ‘The Politics of the Budgetary Process, Little 
Brown and Company, Boston, Toronto, 1964, p. 4. 
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and the population and capitalist enterprises, on the other, 
are quite complicated. 

Duplication of functions, multistage system of taxation, 
absence of precise criteria for the separation of financial 
functions of various governmental units—all this makes the 
USA financial system inflexible and leads to the lack of co¬ 
ordination in the work of separate parts of the state financial 
mechanism. 

The principles governing the proportional distribution of 
tax receipts, collected by the state, among the various finan¬ 
cial levels have become a most urgent political and social 
problem. The historically developed proportions, together 
with the steadily increasing share of the federal government, 
have ultimately led to a chronic financial crisis of the state 
and local governments and seriously restricted the possibil¬ 
ities of performing important social functions. 

The growth of military spending at the end of the 1960s 
caused by the participation of the United States in the war in 
Vietnam had much to do with the origin of the crisis of state 
and local nances. Walter W. Heller, an American econo¬ 
mist, notes that “Vietnam, of course, has postponed the 
happy day when the hopes of the states for some new and 
generous form of federal financial support can be realized”. 1 
The financial base of the state and local governments is 
extremely weak because of the specific tax structure which 
ensures a much smaller influx of revenue at the lower levels 
in comparison to the expanding requirements in additional 
funds for spending. “At the Federal level,” Heller writes, 
“economic growth and a powerful tax system, interacting 
under modern fiscal management, generate new revenues 
faster than they generate new demands on the Federal purse. 
But at the state-local level, the situation is reversed. Under 
the whiplash of prosperity, responsibilities are outstripping 
revenues. As Galbraith has suggested, prosperity gives the 
Federal government the revenues, and the state and local 
governments the problems.” 2 

The leading place occupied by the federal budget is deter- 


1 Walter W. Heller, New Dimensions of Political Economy , Har¬ 
vard University Press, Cambridge, Mass., 1966, p. 120. 

2 Ibid., p. 118. 
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mined not only by the high share in revenue and expenditure 
operations but by the nature of the governmental pro¬ 
grammes financed under this budget which exert a profound 
and multifarious influence on the country’s economy, na¬ 
tional economic policy and living standards of various groups 
of the population. The specific nature of the expenditure of 
the federal budget is shown in the following table (see p. 40). 

Military spending occupies the leading place in federal 
expenditures. Together with US government spending of an 
international nature, it comprises 52 per cent of all the fed¬ 
eral government expenditures and more than one-third of the 
total government spending at all levels. The second big item 
in the federal budget is interest payments on the general 
debt. As for education, public health and other social needs, 
their share in the federal budget is relatively small. 

The multiplicity of functions of the contemporary state 
leads to multiplicity of fiscal operations. Correspondingly 
there are in use various budget concepts. 1 

For many years the term “Federal Budget” was associated 
with the concept of the Administrative Budget. This concept 
is reflected in the Budgeting and Accounting Act of 1921 
which authorised the US President to regularly submit to 
the Congress a bill on the allocation of the federal financial 
resources among the various governmental departments and 
agencies. The Administrative Budget consequently reflected 
the operations of institutions for which the US Congress 
regularly makes appropriations. At first this form of the 
budget fully embraced all types of governmental activity. 
But the situation changed in the 1930s when the so-called 
“self-financing programmes” appeared which are not ap¬ 
proved by Congress and are not included in the Administra¬ 
tive Budget. These programmes, most of which are covered 
by specially designated taxes and loans, include government 
social insurance funds and financial operations of a number 
of institutions controlled by the federal government. In the 
budget for the 1970 fiscal year these programmes were esti- 


1 The Federal Budget as an Economic Document. Prepared for the 
Subcommittee on Economic Statistics of the Joint Economic Committee, 
Congress of the United States, US Government Printing Office. Wash¬ 
ington, 1962, Chapter Seven, pp. 109-28. 
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Expenditures of the Federal, State and Local Governments, 
by function, for 1968 fiscal year 



Amount, million dollars 

Percentage distribution 

Function 

All govern¬ 
ments 

Federal 

State 

Local 

All govern¬ 
ments 

Federal 

State 

Local 

National defence and interna¬ 
tional relations 

83,874 

83,874 



35.5 

55.2 



Space research and technology 

4,645 

4,645 

— 

— 

2.0 

3.1 

— 

_ 

Postal service 

6,485 

6,485 

— 

— 

2.7 

4.3 

— 

— 

Education* 

43,614* 

7,184 

24,279 

30,237 

18.5 

4.7 

40.2 

47.0 

Highways 

14,654* 

4,464 

11,848 

4,713 

522 

6.2 

2.9 

19.6 

7.3 

Natural resources 

9,200* 

7,001 

2,005 

3.9 

4.6 

3.3 


Health and hospitals 

10,580* 

3,751 

4,203 

3,806 

4.5 

2.5 

7.0 

5.9 

Public welfare 

11,245* 

6,794 

1,995 

8,649 

4,828 

4.8 

4.5 

14.3 

7.5 

Housing and urban renewal 

2,841* 

103 

1,614 

1.2 

1.3 

0.2 

2.5 

Air transportation 

1,360* 

917 

96 

448 

0.6 

0.6 

0.2 

0.7 

Social insurance administration 

1,378* 

1,363 

606 

— 

0.6 

0.9 

1.0 

_ 

Interest on general debt 

14,873 

11,607 

1,128 

2,138 

6.3 

7.6 

1.9 

3.3 

Other and combined 

31,601* 

11,909 

7,478 

16,087 

13.4 

7.8 

12.4 

25.0 

Total 

236,348* 

151,990 

60,395 

64,393 

100.0 

100.0 

100.0 

100.0 


i 


* Aggregates exclude duplicative transactions between levels of government. 

Source- Statistical Abstract of the United States 1970, p. 407. 
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mated at $54,900 million, that is, they made up more than 
one-fouth of the entire expenditure of the federal 
budget. 

The desire to more fully encompass and forecast govern¬ 
ment budget operations led to the employment of a wider 
concept, Consolidated Cash Budget. It registers all money 
receipts and payments between the federal government and 
the rest of the world, including operations not shown in the 
Administrative Budget. The specific feature of the Consoli¬ 
dated Cash Budget, besides fully encompassing financial 
operations, is that its combined totals (the excess of revenue 
over expenditure or deficit) determine changes in government 
borrowings. 

A third concept of the federal budget became popular in 
the 1960s. It is connected with the analysing of the public 
sector as an integral part of the entire economic system. We 
refer to the National Income Account Budget which includes 
only the operations of the federal government connected 
with the current production of goods and services. For its 
range this concept of the budget is close to the Consolidated 
Cash Budget but has a number of specific features. 

The parallel use of different budget concepts had great 
inconviniences. After working for several years a special 
body appointed by the President proposed an improved form, 
a Unified Budget. 1 It is under this title that the federal bud¬ 
get has been compiled since the 1969 fiscal year. 

The Unified Budget contains a considerably greater vol¬ 
ume of information than the previous budgetary documents. 
It indicates the sums of new appropriations approved for the 
current year and the balance of appropriations remaining 
from earlier years; data on governmental credits to local au¬ 
thorities and foreign borrowers, the deficit of the budget and 
sources of covering it, changes in the cash balances of the 
Treasury, government loans. In size it is close to the Con¬ 
solidated Cash Budget. Thus, in the 1969 fiscal year the Uni¬ 
fied Budget revenues totalled $149,600 million, the Conso¬ 
lidated Cash Budget $153,600 million, the Administrative 


1 Report of the President’s Commission on Budget Concepts, US 
Government Printing Office, Washington, 1967. 
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Table 1-5 


Federal Budget Receipts and Outlays, 

929-1973 



(million dollars) 



Fiscal year 

Receipts 

Outlays 

Surplus 
or deficit 



Administrative Budget 



1929 

3,862 

3,127 

734 


1930 

4,058 

3,320 

738 


1931 

3,116 

3,577 

-462 

1 

1932 

1,924 

4,659 

-2,735 


1933 

1,997 

4,598 

-2,602 


1934 

3,015 

6,645 

-3,630 


1935 

3,706 

6,497 

-2,791 


1936 

3,997 

8,422 

-4,425 


1937 

4,956 

7,733 

-2,777 


1938 

5,588 

6,765 

-1,177 


1939 

4,979 

8,841 

-3,862 



Consol idatec 

1 Cash Budget 



1940 

6,879 

9,589 

-2,710 


1941 

9,202 

13,980 

-4,778 


1942 

15,104 

34,500 

-19,396 


1943 

25,097 

78,909 

-53,812 


1944 

47,818 

93,956 

-46,138 


1945 

50,162 

95,184 

-45,022 

f 

1946 

43,537 

61,738 

-18,201 

I | 

1947 

43,531 

36,931 

6,600 


1948 

45,357 

36,493 

8,864 


1949 

41,576 

40,570 

1,006 


1950 

40,940 

43,147 

—2,207 


1951 

53,390 

45,797 

7,593 


1952 

68,011 

67,962 

49 


1953 

71,495 

76,769 

—5,274 



Unified Budget 



1954 

69,719 

70,890 

-1,170 


1955 

65,469 

68,509 

-3,041 


1956 

74,547 

70,460 

4,087 

. 

1957 

79,990 

76,741 

3,249 

1 ! 

1958 

79,636 

82,575 

-2,939 


1959 

79,249 

92,104 

-12,855 


1960 

92,492 

92,223 

269 


1961 

94,389 

97,795 

-3,406 


1962 

99,676 

106,813 

-7,137 


1963 

106,560 

1)1,311 

-4,751 


1964 

112,662 

118,584 

-5,922 
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continued 


Fiscal year 

Receipts 

Outlays 

Surplus 
or deficit 

1965 

116,833 

118,430 

-1,596 

1966 

130,856 

134,652 

-3,796 

1967 

149,552 

158,254 

-8,702 

1968 

153,671 

178,833 

-25,161 

1969 

187,784 

184,548 

3,236 

1970 

193,743 

196,588 

—2,845 

1971 

188,392 

211,425 

-23,033 

1972 

197,827 

236,610 

—38,783 

1973 

220,785 

246,257 

-25,472 


Note'. For the 1971 fiscal year the table contains preliminary data 
on the actual fulfilment of the budget and for the 1972 fiscal year 
the draft. 

Source: Economic Report of the President 1972, p. 269. 


Budget $115,900 million; the expenditures respectively were 
$158,400 million, $155,100 million and $125,700 million; the 
budget deficit was $9,300 million, $1,500 million and $9,800 
million. 

With the introduction of the new category of the budget, 
the financial operations of the government were recalcu¬ 
lated for a number of years including 1954 in accordance 
with the new system. For earlier years data of the Adminis¬ 
trative and the Consolidated Cash Budget are used. 


4. THE BUDGET-MAKING PROCESS 

Before going over to a detailed analysis of budgetary rev¬ 
enue and expenditure and the long-range shifts in the struc¬ 
ture of the major financial operations of the federal govern¬ 
ment (Chapters II-IV) and state and local authorities 
(Chapter VI), it is necessary to discuss in brief the budget¬ 
ary process or the “budget cycle” in the United States, i.e., 
the procedure of drafting, discussing and approving the bud¬ 
get. It would be wrong to think that this is a purely technical 
question. Here we deal with the essence of the intricate mech- 
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anism employed in the making of political decisions in the 
USA. In the course of drafting the regular budgetary docu¬ 
ment, which takes many months, the aims and principles of 
the Administration’s policy, its programme on major prob¬ 
lems of development are clearly revealed. During this period 
various political forces and groups manoeuvre and clash. 
“The size and shape of the budget,” Wildavsky writes, “is 
a matter of serious contention in our political life. Presi¬ 
dents, political parties, administrators, Congressmen, inter¬ 
est groups, and interested citizens vie with one another to 
have their preferences recorded in the budget. The victories 
and defeats, the compromises and the bargains, the realms 
of agreement and the spheres of conflict in regard to the 
role of national government in our society all appear in the 
budget. In the most integral sense the budget lies at the heart 
of the political process.” 1 

In some American publications and textbooks on govern¬ 
mental finance the budgetary procedure in the USA is pic¬ 
tured as an integral part of the “democratic system of gov¬ 
ernment”. It is asserted that the budgetary document, 
elaborated in this way, best reflects the “collective interests” 
of different groups and sections of American society. The 
authors of such works contend that only through political 
bargaining, conflict and compromise is it possible to assure 
“equal representation” of different social groups and thus 
bring about a situation in which not one of them can impose 
its will and decisions on the majority. The budgetary proce¬ 
dure in the United States is held up in contrast to 
other budgetary systems, including the planned principles 
of determining the budget structure, as an expression of 
the supreme values of bourgeois society—competition and 
free, enterprise. 

The question arises, whether the extremely cumbersome 
and time-consuming procedure of drafting the budget en¬ 
sures the making of truly unbiased and rational decisions 
equally acceptable to all or at least to a majority of Amer¬ 
ican citizens? Is the most efficient allocation of the financial 
resources accumulated by the government thus attained? 
Does the system of numerous hearings and discussions of the 


1 Aaron Wildavsky, Op. cit., pp. 4-5. 
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budget by tens of Congressional committees and subcommit¬ 
tees effectively control the actions of the Executive? In other 
words, does all this ensure the checks-and-balances of the 
government, the system so much praised in textbooks, where¬ 
in the financial decisions of governmental agencies are 
controlled by the President, the operations of the President 
checked by Congress and the actions of Congress determined 
by the American people? 

A discussion of these questions in the American press 
shows that it is impossible to give an affirmative answer to 
any of these questions. The American system of drafting and 
approving the budget is extremely wasteful in the sense of 
spending time and effort of governmental personnel; it in no 
way guarantees the economic rationality and the “just and 
equal representation” of all sections and groups of Ameri¬ 
can society. Moreover, this system creates the ground for 
abuses and is exceptionally beneficial for powerful Big 
Business groups. The inexpediency of the budgetary system 
and the scandalous cases of abuse have been so widely 
publicised in the press that the question of a major reform 
of budgetary procedure has for many years been repeatedly 
raised and discussed by financial experts and political lead¬ 
ers. 1 

And now a few words about the existing system. Under 
the American Constitution, the President has no right to 
spend a single cent before the sum is approved by a corres¬ 
ponding legislative act which provides for the appropriation 
of money for some concrete government programme. The 
budgetary process is divided into two big cycles: 1) Drafting 
of the budget document which is entrusted to the US Presi¬ 
dent but is practically prepared by the staff of his economic 
advisers; 2) examination and approval of the budget by the 
US Congress. 


1 See on this question Jesse Burkhcad, Government Budgeting, New 
York, John Wiley & Sons, Inc., London, 1956; Arthur Smithies, The 
Budgetary Process in the United States, New York, 1955; Charles E. 
Lindblom, “Decision-Making in Taxation and Expenditure", in Public 
Finances: Needs, Sources and UMiration. A Conference of the Univer¬ 
sities--National Bureau of Economic Research, Princeton, 1961, 
pp. 295-334; Charles E. Lindblom, “Policy Analysis’ , The Amer¬ 
ican Economic Review, Vol. XLV1II, No. 3, June 1958, pp. 298-312. 
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The American budgetary procedure differs essentially from 
that of other capitalist countries in that in the United States 
the original draft of the budget, as a rule, has very little in 
common with the finally accepted version. In Britain, for 
example, Parliament does not intervene in the budget-mak¬ 
ing process—it either approves or rejects the bills submitted 
by the government, expressing in the latter case a vote of no 
confidence in the government. In the United States, however, 
the budget bill submitted by the President is repeatedly red¬ 
rafted in Congressional committees and subcommittees. 

The drafting of the budget starts long before the fiscal 
year begins (usually 18 months in advance). 1 The heads of 
the government agencies and departments submit at the 
beginning of the preparatory period estimates of the material 
and manpower resources they need, and, on this basis, cal¬ 
culations are made of the necessary money appropriations. 
At this stage an important role is played by the Bureau of 
the Budget which is part of the Executive Office of the Pre¬ 
sident. The main function of the Bureau of the Budget (in 
July 1970 it was renamed the Office of Management and 
Budget) is to evaluate the needs of departments, determine 
the necessary sums and draw up a draft of the planned bud¬ 
getary expenditures. The head of this Office keeps in con¬ 
stant contact with the President and his economic advisers. 
That is why the final version of the budget bill reflects the 
President’s ideas and preferences, his evaluation of political 
aims and of the prospective economic development. As for 
budget revenue, it is forecast by the Council of Economic 
Advisers on the basis of the prospects of change in economic 
activity. In January of every calendar year the President 
submits to Congress a Budget Message which sums up the 
main trends and features of financial activity of the govern¬ 
ment in the forthcoming fiscal year. The detailed budget 
document is attached to the President’s Message. 

The serious imperfection of the budgetary procedure is 
revealed already at this stage. Since the budget is not a part 
of a national economic plan in which the major elements 

1 In the United States the fiscal year begins on July I of the current 
year and ends on June 30 of the next year, its name corresponding to 
the calendar year in which it ends. Thus the fiscal year beginning July 1, 
1971, and ending June 30, 1972, is called the 1972 fiscal year. 
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and proportions of the economic process are balanced and 
mutually linked together, co-ordination of different govern¬ 
ment programmes is exceedingly difficult. Departments do 
not have precise objective criteria and guidelines for deter¬ 
mining the prospects for the development of various pro¬ 
grammes. 

In submitting applications for appropriations, the heads 
of departments follow the practice of “squeezing out” as 
much money as possible. Congress, on the other hand, tries 
to curtail to the utmost appropriations for needs which are 
considered secondary. This bureaucratic game, in which the 
departments try to get more and the Congress to give less, 
does not ensure the best procedure for the allocation of finan¬ 
cial resources. The entire budgetary cycle ultimately is linked 
with the making of three major decisions at the three main 
levels: how much to ask (departments and government agen¬ 
cies), how much to recommend (the Office of Management 
and Budget) and how much to approve (the respective com¬ 
mittees in the Senate and the House of Representatives). 

In principle the problem of evaluating and allocating bud¬ 
getary appropriations is very intricate in itself. But under 
capitalism it is further complicated by the spontaneous nature 
of the production processes, the absence or a sufficient degree 
of coordination in the development of individual economic 
sectors, enterprises and regions. The lack of coordination is 
not eliminated and at times is even accentuated because of 
the employment of bureaucratic methods to coordinate the 
decisions of participants in the economic process. This is 
revealed with particular clarity during the allocation of bud¬ 
get appropriations when the purely mechanical procedure of 
curtailing programmes causes, in turn, a series of defensive 
measures by government departments and agencies designed 
to outwit the distributors of the government financial 
resources. 

In these conditions the calculation process loses the nature 
of an economic process and assumes the character of a politi¬ 
cal game. In setting the requested sums the heads of de¬ 
partments are usually least of all guided by considerations of 
economic rationality, comparative costs and effectiveness, 
rather they act on the principle of “what will go”. The gen¬ 
eral “rules of the game”, elaborated by practical experience, 
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are usually taken into account. It is known, for example, 
that new programmes pass through Congress with much 
difficulty. If a programme, however, has been launched and 
is handed down from budget to budget over a number of 
years it is much easier to get appropriations for it even if its 
inefficiency has been revealed. An “irrefutable” argument 
usually employed is: so much has already been spent on the 
programme that its closing would mean an admission that 
the amounts spent had been wasted. At the same time it is 
very difficult to convince Congress to accept some new, per¬ 
haps even very important, programme. That is why depart¬ 
ments resort to various artifices. For example, the real cost 
of a programme is originally underestimated in the hope that 
once it is accepted it will be possible in future endlessly to 
“squeeze out” money from the Treasury for it. Thus Con¬ 
gress is deliberately misled as to the actual cost of a pro¬ 
gramme. 

The situation in the Office of Management and Budget, 
whose staff sees its major task in reducing appropriation 
requests by departments and agencies of the Government, 
does not improve the efficiency of the present fiscal system. 
The true character of calculations made in this Office is 
clearly revealed by Wildavsky who cites in his book excerpts 
from his conversation over appropriations for the National 
Institute of Health (NIH). A Bureau of the Budget official 
admitted that there were no precise schemes for evaluating 
the needs of medical institutions. On the question of criteria 
by which the Bureau of the Budget determines appropria¬ 
tions, the official stated that a kind of mechanical approach 
was taken, such as leaving it at the same level as last year 
or last year’s budget plus 10 per cent of new grants or simply 
a 10-per cent increase against last year. 

When the President transmits the proposed budget to the 
Congress, each item of expenditure is examined by.the House 
and the Senate twice. The first round is called “authorisa¬ 
tion” and means the approval of the programme itself; the 
second round is called “appropriation”, that is, the allot¬ 
ment of necessary funds to fulfil the programme. Approval 
of the programme by no means implies that the appropriations 
will be automatically assigned for it. Strategic positions are 
held by the respective subcommittees in the House and the 
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Senate which ultimately make the major decision providing 
the programme with the necessary financial funds. Exami¬ 
nation of the budget by Congressional committees ends with 
the adoption of the respective legislative acts (at present 13 
regular appropriation bills are adopted). Each of them pro¬ 
vides for the allocation of funds for implementing certain 
government functions (national defence, military construc¬ 
tion, foreign aid, agricultural price support, etc.). Only after 
approval of the bill can the government department or 
agency write checks against the Treasury balances with the 
Federal Reserve System to make payments to its suppliers. 

The procedure of examining and approving the budget 
in the US Congress was developed over a long period of 
time. It was elaborated in expectation that people through 
its representatives in Congress would effectively supervise 
government spending. Realities, however, proved to be far 
removed from these expectations. American writers often 
characterise the budget-making process as “wasting time”, 
“archaic” and “ineffective”. 

Let us merely enumerate some of the most serious defects 
of this system. 

1. Congress discusses not the budget as a whole but its 
separate sections or parts. Neither the House nor the Senate 
examine the budget in its entirety. 

Thus recommendations on the structure of budget revenues 
are examined by three committees: the Committee of Ways 
and Means of the House of Representatives, the Senate Fi¬ 
nance Committee and a Joint Committee on Internal Revenue 
composed of a few leading members of these two committees. 
The work of all these bodies is considerably hampered by 
the customary delay in approving appropriation bills which 
are examined in other Congressional committees. Changes 
in tax rates and the introduction of new taxes is a very dif¬ 
ficult and long process. So the work of the committees ap¬ 
proving budget revenues is practically unco-ordinated with 
the planning of budget expenditures. The task of financial 
planning is further complicated by the practice of approving 
only new appropriations for the forthcoming fiscal year, 
whereas the Administration can utilise unspent balances of 
appropriations approved from previous years. 

The budget expenditure programmes are discussed in 
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each chamber in two rounds in a fragmentary way. Initially, 
specific programmes are discussed at the hearings of the 
respective legislative committees of Congress. Altogether 
there are 33 such committees (18 in the House and 15 in the 
Senate). In addition each committee has numerous subcom¬ 
mittees where the main work of examining the programmes 
is done. 1 Bills on specific appropriations are examined by 
full committees. 

Finally all the differences between the House and the 
Senate are resolved through ad hoc conference committees. 
The discussion and approval of programmes takes many 
months. 

The second round leads to the approval of appropria¬ 
tions. The bills are discussed at the hearings of the Appro¬ 
priation Committees of the House and the Senate, which 
have 13 subcommittees in the House and 14 in the Senate. 
Each bill may be repeatedly discussed from subcommittee to 
committee and the final joint conference of the committees 
of the two Houses for the settling of differences is repeated. 

It is clear that the fragmentary character of approving 
expenditures, and the lack of co-ordination in planning re¬ 
venue and expenditure preclude a comprehensive approach 
to the budget as a single document. 

In this connection plans to reform the budgetary pro¬ 
cedure have been repeatedly proposed in order to improve 
co-ordination of action by different committees of Congress. 
As early as 1946 the Reorganisation of the Legislature Act 
contained a proposal for setting up a Joint Budget Commit¬ 
tee composed of members of the revenue and appropriations 
committees of both Houses. But a year later this committee 
failed to function: powerful forces in Congress (especially 
in the House of Representatives) were opposed to this com¬ 
mittee and paralysed its work. Heads of the subcommittees, 
who held key positions and disposed of appropriations, did 
not wish to lose their influence in the US political scene by 
transferring some important functions to the Joint Committee. 

2. Discussions of appropriations are usually limited to one 
fiscal year, thus blurring the legislators’ vision. Programmes 


1 Committee for Economic Development. Making Congress More 
Effective, New York, September 1970, Appendix. 
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designated for many years operate chiefly in the mi¬ 
litary establishment. The result is that attention is concen¬ 
trated primarily not on programmes in their entirety, nor 
on the fulfilment of a definite long-range economic task, but 
on the estimates of expenses of one or another government 
department for one year. It is clear that such an approach 
is by no means efficient. 

3. Many American writers expose procedures which 
operate under the veil of a “democratic discussion” of the 
budget and “consideration of public interests”. The sub¬ 
committees discuss bills behind closed doors. Moreover, the 
process of decision-making in many of the subcommittees 
takes place under the dominating influence of the chairman 
or a group of members who hold their posts for many years. 
These legislators are often connected with “pressure groups”, 
with powerful lobbies, and they are able to push through 
decisions they want or to block for many years the passage 
of unwanted bills. Here for example is what Jacob Viner, a 
well-known American economist whom it is difficult to sus¬ 
pect of a biased attitude to the US Congress, has to say on 
this point: “There is ... the almost promiscuous and hap¬ 
hazard dispersal of power within each branch of the legis¬ 
lature, where the weakness of party discipline and the pos¬ 
session of nearly unlimited veto power and delaying power 
by the committee chairman, who acquire their posts by 
seniority regardless of the degree and quality of their abil¬ 
ity, ... result in the process of legislation being largely 
subject to the idiosyncrasies and the special interests of a 
small group of men whose qualifications for meeting the 
heavier responsibilities they bear [whether it be qualities 
of ability or of character .—The Author .) are even more 
subject to the hazards of chance than the outcome of a 
horse-race or a football match. ... The run-of-the-mill con¬ 
gressman or senator in initiating, delaying or modifying 
specific legislative proposals, which results in making ex¬ 
tremely difficult and even impossible the attainment of 
coherence, timeliness, and self-consistency in the legislative 
processes as a whole and in making unduly important the 
role of the lobbyist for special interests, private or regional, 
who to attain his objectives, good or bad, often needs not 
the approval of the President or of the administration or 
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of the majority party as a whole or of national public 
opinion or of the press, but only the dedicated and not neces¬ 
sarily disinterested support of a small handful of free-wheel¬ 
ing legislators.” 1 

4. The central function of Congress as the “controller of 
public funds” is undermined by the fact that a substantial 
part of the resources can be spent by government depart¬ 
ments essentially without any control. This applies to many 
categories of “self-financing programmes”. Furthermore, a 
discussion of the budget bill for the next fiscal year is only 
linked with approval of new obligational authority which 
do not contain the obligations of departments to spend this 
money and, what is most important, do not regulate the use 
of the “outstanding balance” of unutilised appropriations of 
previous years. This not only reduces to naught the control 
functions of Congress but also prevents the “closing out” of 
inefficient programmes approved by preceding Congresses. 
William Henderson and Helen Cameron point out: “Con¬ 
gress may never really know how much money in toto it has 
appropriated for a particular function or agency and ob¬ 
viously cannot know the effects of an unknown expenditure 
pattern.” 2 The authors cite the following example: In the 
1968 fiscal year with the administrative budget totalling 
$135,000 million, only $61,000 million (45 per cent) of all 
appropriations could be placed in the category of “control¬ 
led”. Among the appropriations not subject to control are 
outlays under unutilised appropriations for previous years, 
expenditures under permanent programmes, expenditures of 
Government-owned enterprises, open programmes, liquida¬ 
tion of contracts, payments to trust funds and other opera¬ 
tions. 

5. What extremely complicates the procedure of adopting 
the budget in the Congress and results in a waste of time is 
the fact that at the beginning of the fiscal year government 
departments and agencies as a rule do not know what sum 
will be allotted to them for the coming year. Thus, by 

1 Jacob Viner, “The United States As a ‘Welfare State’ ”, The Na¬ 
tion s Economic Objectives, Chicago University Press, Chicago, 1964, 
pp. 165-66. 

2 William L. Henderson, Helen A. Cameron, The Public Economy: 
An Introduction to Government Finance, New York, 1969, pp. 85-86. 
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July 1, 1969, that is, at the beginning of the fiscal year, not 
one of 13 regular appropriation bills was approved by 
Congress. At the beginning of August 1969, six bills passed 
through the House, two through the Senate, but not one was 
approved at the joint conference of committees where final 
agreement between the two Houses of Congress is reached. 
At the beginning of October, 1969, only one bill, covering 
altogether two per cent of the appropriations, was enacted 
and became law. Lastly, in March 1970, only four months 
before the end of the fiscal year, one bill, amounting to 
$19,000 million, was still not approved (it was vetoed by 
the President). 1 The passage of bills, requiring additional 
appropriations including expenditures for purposes not 
envisaged in the major bills, is even more delayed. 
One bill of this kind was signed by the President on July 
22, 1970, i.e., three weeks after the end of the fiscal 
year. 2 

6. The President has the right to veto a bill and return 
it to Congress for repeated examination. But the peculiarity 
of this action is that a veto can effect only the entire bill 
and not some specific part or item. This creates another 
loophole for various abuses and the railroading through of 
appropriations beneficial for definite groups, corporations or 
individuals. Various items which obviously run counter to 
the public interest but which the President, as individual 
Congressmen hope, will be forced to accept in order not to 
reject the bill as a whole, are tacked on to a general bill 
that includes hundreds of items. Usually these hopes are 
justified. 3 

These and many other defects of the budgetary procedure 
are targets of withering criticism. But the fact that they are 
preserved shows that the complexities of this procedure are 
of advantage to some forces in American society and are 
products of the pattern and peculiarities of the entire polit¬ 
ical system. Attempts to improve the efficiency of the budget- 


1 Committee for Economic Development. Making Congress More 
Effective, p. 24. 

2 Ibid. 

3 Such a supplement to a bill is known in the lobbyist language 
as a “rider"’ (Troy J. Cauley, Public Finance and the General Welfare , 
Columbus, Ohio, I960, pp. 17-18). 
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ary procedure by adopting and applying in practice norm¬ 
ative criteria, are doomed because they irreconcilably 
contradict political reality, the system of organisation of 
political power in the United States. “The budget,” Wildav- 
sky writes, “is the lifeblood of the government, the financial 
reflection of what the government does or intends to do. A 
theory that contains criteria for determining what ought to 
be in the budget is nothing less than a theory stating what 
the government ought to do.... 

“A normative theory of budgeting would be a compre¬ 
hensive and specific political theory detailing what the gov¬ 
ernment’s activities ought to be at a particular time. A nor¬ 
mative theory of budgeting, therefore, is utopian in the 
fullest sense of that word.” 1 

Wildavsky lays bare the essence of the budgetary process, 
seeing it as an answer to the question, “whose preferences 
are to prevail in disputes about which activities are to be 
carried on to what degree, in the light of limited resources. 
The problem is not only ‘how shall budgetary benefits be 
maximized?’ as if it made no difference who received them, 
but also ‘who shall receive budgetary benefits and how 
much?’ ” 2 The author 'correctly points to the impossibility 
of finding a satisfactory solution to the problem of allocat¬ 
ing budgetary funds in the conditions of the socio-political 
system existing in the USA. It is impossible to treat as a 
single collective with common aims, a society, in which classes 
and social groups are divided by irreconcilable contra¬ 
dictions. It is impossible to find “a purely economic solution 
to the question” and to try to maximise the budgetary ben¬ 
efits irrespective of the problem of distribution of income, 
that is, without furnishing an answer to the political ques¬ 
tion: for what groups (to be more exact, classes) one or an¬ 
other governmental measure is of benefit, who will gain and 
who will lose by its implementation? 

In the early 1960s, a budget programming was for the 
first time instituted by the US Department of Defence on 
the initiative of Robert McNamara who was at that time De¬ 
fence Secretary. A programme of long-term planning of the 


1 Aaron Wildavsky, Op. cit., pp. 128-29. 

2 Ibid., pp. 129-30. 
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military expenditure was formulated at two levels: first, the 
drawing up of a five-year plan of the basic programmes and 
second, the planning of departmental weapons systems within 
each programme. The direct and indirect expenses for each 
section were calculated and the “benefits”, if they can be 
called such, from the application of different alternative 
“systems”, were evaluated. 

In 1965 President Johnson decided to extend the plan¬ 
ning-programming-budgeting system (PPB) to other govern¬ 
mental departments. 1 

Budget programming can promote a more precise deter¬ 
mination of the efficiency of various programmes and there¬ 
by eliminate the most glaring absurdities of the present 
budgetary process. But it in no way changes the system of 
priorities and the existing procedure upon which the main 
political decisions are based: the chief criteria of the budget¬ 
ary structure are already determined from the outside, re¬ 
gardless of the “scientific” recommendations and conclu¬ 
sions of experts. Behind-the-scenes pressure of powerful 
“interest groups”, linked with the Congressional “appro¬ 
priation machine”, definitely precludes any possibility of 
optimising the US budgetary procedure. 


1 See Committee for Economic Development. Budgeting for National 
Objectives, A Statement by the Research and Policy Committee, January 
1966, New York, 1966, pp. 21-22. 










CHAPTER II 


FEDERAL BUDGET EXPENDITURE 


The enumeration of budgetary appropriations serves, as 
it were, as a distinctive mirror, in which the interrelations 
of the different political, economic and social functions of 
the federal government receives a precise quantitative re¬ 
flection. Of interest in this respect are the changes in the 
structure of governmental spending in recent decades. 

Throughout the post-war period the expenditures of the 
federal government linked with current military spending 
and past wars have, as a rule, exceeded the entire sum 
spent for civilian purposes. At present, as shown by 
Table II-1, more than two-fifths of the federal budget 
goes directly for military purposes. Another one-eighth of 
the budgetary appropriations is spent on benefits to war 
veterans and interest on the federal debt. Of the federal 
government’s total debt of $367,000 million (at the end of 
the 1969 fiscal year) more than $220,000 million are for the 
period of the Second World War (1939-1945 fiscal years). 
Therefore not only veteran benefits and services but the 
bulk of the expense on the federal debt, represent financial 
burden connected with the military preparations in the 
preceding period. Thus, more than half of the total ex¬ 
penditure of the US federal budget is allocated for military 
purposes. 

Until now periods of a steep rise in the federal budget 
were invariably marked by an increase in appropriations for 
military purposes. Thus, during the years of the Second 







Table 11-1 


Federal Budget Outlays by Function, 1933-1970 


Designatl on 

1933 fiscal year 

1939 fiscal year 

1945 fiscal year 

| 1955 fiscal year 

| 1970 fiscal year 

’000 

million 

dollars 

Per 

cent 

’000 

million 

dollars 

Per 

cent 

’000 

million 

dollars 

Per 

cent 

’000 

million 

dollars 

Per 

cent 

’000 

million 

dollars 

Per 

cent 

National defence 

0.7 

18 

1.2 

14 

81.6 

86 

40.2 

59 

80.3 

41 

Veterans benefits 

0.9 

23 

0.6 

mm 

1.1 

1 

4.5 

7 

8.7 

4 

Interest 

0.7 

18 

0.9 


3.5 

4 

6.0 

9 

18.3 

9 

Space research and tech- 











nology 

— 

— 

— 


— 

— 

0.1 

* * * 

3.7 

2 

International affairs 











and finance 

— 

— 

— 

— 

3.3 

3 

2.0 

3 

3.6 

2 

Agricultural and ru- 











ra! development 

0.2 

5 

1.2 

14 

1.6 

2 

4.0 

6 

6.2 

3 

Income security* 

0.4 

10 

2.6 

30 

1.2 

1 

9.1 

13 

43.8 

22 

Public works 

0.4 

10 

1.0 

11 



** 


* * 


Education and man- 











power 

** 


** 


0.2 

*** 

0.6 

1 

7.3 

4 

Health 

* * 


** 


0.2 

* ** 

0.3 

* * * 

13.0 

7 

Other outlays 

0.6 

16 

1.2 

14 

2.5 

3 

1.7 

2 

11.7 

6 

Total outlays 

3.9 

100 

8.7 

100 

95.2 

100 

68.5 

100 

196.6 

100 


* Payments under this item of the federal budget have essentially changed in view of the evolution of the forms of 
social insurance and social welfare and as a result of the different methods of classifying the budget expenditure In the pre¬ 
war and post war periods. That is why data for different years are not satisfactorily comparable. 

** A comparatively small sum is included in other budgetary items. 

*** Less than 0.5 per cent. 

Sources: Annual Report of the Secretary of the Treasury on the State of the Finances for the Fiscal 
Year 1940 ; The Budget of the U.S. Government , Fiscal Year 1972. 
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World War alone, budgetary spending greatly exceeded the 
total sum of military and civilian spending under the federal 
budget throughout the preceding history of the United 
States. 

At the same time in the last 100 years the following fea¬ 
ture of the federal budget was clearly revealed: in the peace¬ 
ful periods which set in after the First and Second world 
wars military spending was invariably stabilised at a level 
which substantially exceeded the previous pre-war scale. 
Thus, after the First World War (1921-1925), the average 
of the US armed forces personnel was twice as high and the 
average annual military spending (calculated in unchanging, 
1945, prices) was almost three times as much as before the 
war (1909-1913). After the Second World War (1947-1949), 
the strength of the armed forces increased almost six times 
and the current military expenditure, seven times as com¬ 
pared with the pre-war period (1935-1939). In the sub¬ 
sequent period this tendency was further accentuated. Dur¬ 
ing the period of the escalation of the war in Indochina the 
total sum of military spending (taking into account the de¬ 
preciation of the dollar) exceeded the expenditure of the 
federal government in waging the First World War. 
Mr. Dwight Eisenhower, who directly led the operations 
of the American forces during the Second World War and 
later became President of the USA, subsequently noted 
the tendency towards the steady growth of military prepara¬ 
tions in peaceful years and pointed to the danger of the 
gradual conversion of the United States into a “garrison 
state”. 1 

It goes without saying that to maintain the country’s 
military preparedness at the same level in conditions of 
steadily developing inflation more money is needed. But the 
growth rate of the military expenditure is much higher than 
the growth rate of inflation. This is in the first place linked 
with the further build-up of the military potential. Thus, 
according to data of Professor Melman, in the 1964 fiscal 
year, close to two-fifths of the money spent for the purchase 
of armaments represented expenditures for the maintenance 
of military preparations at the former level, while three- 


1 New York Times, March 12, 1959, p. 12. 
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fifths were utilised for building up the striking power of the 
US armed forces. 1 The swift stockpiling of weapons has 
always been fraught with the danger of truly disastrous 
consequences in the even of the unleashing of another way. 

Within the limits of the present chapter, primary atten¬ 
tion is given to the sources and stimuli for increasing direct 
military spending. At the same time certain aspects of 
the spending policy of the federal government are examined. 
These aspects are linked with the needs of long-range eco¬ 
nomic growth. 


1. MILITARY SPENDING 
OF THE FEDERAL GOVERNMENT 

The growth of US military spending throughout the 20th 
century has been determined above all by the system of 
priorities applied by the Administration in its activity, and 
the generally aggressive line of its foreign policy. Charac¬ 
teristically, programmatic statements made by the IJS Gov¬ 
ernment in the first postwar years most often link Washing¬ 
ton’s role in settling disputed international questions with 
its increasing military might and the application of the 
policy “from position of strength”. The military preparations 
of the US Government in recent decades have served as an 
important activator of a cumulative process in which every 
step toward more military spending is not only a consequence 
but also the cause of the further intensification of interna¬ 
tional tension. 

In present-day conditions war and preparations for war 
make new demands on the national economy. The greater 
scale and intensity of the armed struggle dictate not only an 
increase in the numerical strength of the armed forces but 
also their equipment with increasingly more sophisticated 
weapons. The rapid development of research in the arma¬ 
ments industry enhances the dependence of a country’s war 
potential not only on the quantity of weapons but also on 
their quality. 


1 A Strategy for American Security. An Alternative to the 1964 
Military Budget. Submitted by a Group of Independent Specialists, Ap- 
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The process of ever faster obsolescence of weapons is 
playing a particularly important role. Some studies and cal¬ 
culations show that no other sector of production is subject¬ 
ed to such frequent renewal and improvement as the man¬ 
ufacture of modern weapons. 

The periods for the large-scale re-equipment of the armed 
forces are also being reduced. Thus, a special study made in 
the USA in 1955, revealed that the cycle for the complete 
re-equipment of armaments is on the average 14 years. A 
similar study made in 1959 disclosed a reduction of up to 
10 years in the average life span of weapons. 1 In view of 
this, the cost of armaments, annually written off by the 
military establishment as obsolete, is swiftly mounting. In 
present-day conditions various weapons and strategic mate¬ 
rials are annually written off to the tune of $8,000-10,000 
million annually. The prices of “surplus” stocks sold by the 
US Department of Defence, as a rule, amount only to 1-2 
per cent of the price the Government originally paid for 
these materials. 2 

An increase in prices is one of the major factors making 
for the absolute growth in the scale of the budget. But, if 
prices of goods and services paid for by the government rise 
at the same rate as the general price level, all other condi¬ 
tions being equal, this cannot bring about a growth in the 
relative share of government spending. 

Of interest in this respect, therefore, is a comparison of 
the dynamics of prices of purchased armaments with the 
general price index. In a period of 40 years after 1929 the 
deflator of prices of elements of the gross national product 
increased by 153 per cent, while the index of prices of goods 
and services bought by the federal government rose by 273 
per cent. But, of the mass of goods and services paid for by 
the government, we are interested above all in the prices of 
armaments. For the period of the Second World War we 
can use data of S. Kuznets which relate directly to prices 
of war output. The index of prices for these goods rose by 
62 per cent, while the general index of prices of all durable 


1 Military Review, Vol. XLI, Number 6, June 1961, p. 6. 

2 Ladislas Farago, It’s Your Money. Waste and Mismanagement in 
Government Spending, New York, 1964, p. 115. 
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goods rose by 36 per cent. 1 After the conclusion of the war 
in Korea, between 1953 and 1969, prices of consumer dura¬ 
ble goods in the United States rose on the average 12 per 
cent, of durable goods purchased by entrepreneurs, 38 per 
cent, and durable goods bought by the government, 43 per 
cent. 2 At the same time the general level of prices of arma¬ 
ments in the United States is now considerably higher than 
that in Western Europe. 

The particularly swift growth of armament costs is ex¬ 
plained by a number of factors. First of all, armaments 
which are products of prolonged research and development, 
are characterised by ever greater sophistication and require 
increasing inputs of skilled labour. For example, to develop 
the B-17 military plane, used in the Second World War, 
200,000 engineer man-hours were needed; to develop the 
B-52 bomber, 4.1 million hours were already required and 
the B-58, 9.3 million hours. As for the XB-70 (work on this 
bomber was completed in the mid-1960s), the input reached 
about 15 million hours. 3 The amount of labour of engineers 
and technicians required for the development of missiles on 
the average is twice as high as that needed for the develop¬ 
ment of aircraft. 4 

The intricate nature of the scientific and technological 
problems which have to be solved in creating new types of 
weapons determines the long periods of their development. 
To this often are also added long debates in Congress con¬ 
cerning appropriations, the bureaucratic procedure in the 
military establishment, and so on. At the beginning of the 
1960s, the period between the conclusion of a contract for 
the study of the possibilities of producing new aircraft and 
their regular manufacture, was about 11 years. 5 


1 Simon Kuznets, National Product in Wartime, New York, 1945, 
p. 49. 

2 Calculated according to data of U.S. Income and Output, Washing¬ 
ton, 1958; Survey of Current Business, July 1970. 

3 Aviation Facts and Figures, 195S, Aircraft Industries Association of 
America Inc., p. 48. 

4 See Business Week, January 10, 1959, p. 111. 

5 Merton 1. Peck, Frederic M. Scherer, The Weapons Acquisition 
Process: An Economic Analysis, Harvard University Press, Boston, 1962, 
pp. 53-54. 
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At the same time the swift advance of science entails the 
rapid obsolescence of the developed weapon systems. As a 
result more and more models of weapons already become 
obsolete at the stage of research and development. Accord¬ 
ing to spokesmen of the US Air Force, of each three elabor¬ 
ated projects of new weapons, two are obsolete before their 
production is launched. 1 Consequently, ever greater resources 
are spent for the development of weapons which turn 
obsolete even before they become operational. 

Government contractors widely exploit these features of 
the manufacture of modern weapons for additionally raising 
the prices of goods sold to the government. The increase of 
prices is also facilitated by the fact that the military estab¬ 
lishment, seeking to achieve better tactical and technical 
properties of new weapons, is little concerned with addi¬ 
tional expenses. This further weakens the economic “brakes” 
which restrain the essentially endless process of develop¬ 
ment of new weapons. One scientific consultant of the US 
Air Force wrote that “too much effort is being spent in 
getting a one per cent greater improvement at a 20 per cent 
increase in cost”. 2 

In addition to these technico-economic factors, it is ne¬ 
cessary to consider the structural characteristics of the arms 
market. The point is that the share of governmental enter¬ 
prise in the production of weapons in the United States is 
very small: during the 1950s only 2 per cent of the primary 
military contracts issued by the US Government were filled 
at state-owned enterprises. 3 This inevitably gives rise to the 
problem of enlisting private businessmen in sectors servicing 
the war industry. 

In view of intensive scientific and technological progress 
as well as a number of political factors, the government’s 
demand for specific types of weapons is marked by growing 
instability. In conditions of increasing uncertainty and risk, 


1 See Department of Defense Appropriations for 1957. Hearings 
before the Subcommittee of the Committee on Appropriations, US Se¬ 
nate, 84th Congress, Second Session, Washington, 1956, p. 243. 

2 George E. Valiev, “Pentagon Profile”, Armed. Forces Management, 
Washington, April 1958, p. 19. 

3 Planning and Forecasting in the Defense Industries, Ed. by 
J. F. Stockfish, Belmont, Calif., 1962, p. 145. 
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large corporations undertake the development of a new 
weapon and its manufacture only when the prices seem 
sufficiently profitable to them. Moreover, in view of the 
swift change of weapon models, private firms refuse to make 
big investments in the most specialised parts of the produc¬ 
tive machine of the war industry, in highly capitalised fac¬ 
tories of its new branches, and so on. Large corporations in 
respective industries usually possess sufficient resources for 
buying all the necessary equipment. 1 

But they prefer to shift to the government (that is, ulti¬ 
mately on the taxpayers) most of the increasing commercial 
risk. Specialised re-tooling at the expense of the government 
is now becoming one of the main conditions for the migra¬ 
tion of capital into the war industries. 

While during the First World War approximately one- 
tenth of the expense for building industrial enterprises was 
financed by the state, during the Second World War already 
about two-thirds of the total sum of investments in manu¬ 
facturing industry were made with the government’s 
money. 2 During the post-war years the US Department of 
Defence financed the building of a number of new special¬ 
ised productive units. The government’s property leased 
to private contractors working for the US Department of 
Defence was valued at about $15,000 million in the 
mid-1960s. 

The role which productive units, leased from the federal 
government, play for some private companies can be judged 
by the following data. A group of contractors, 12 aerospace 
companies, utilise government plants worth $895 million, 
possessing their own facilities with an original cost of $395 
million. 3 


1 “Though much of this equipment has been special-purpose equip¬ 
ment, contractors might well have purchased it with their own funds 
if they had had a positive incentive [!] to make the investment” (Har¬ 
vard Business Review, January-February 1958, Vol. 36, No. 1, p. 134). 

2 See John M. Blair, Harrison F. Houghton, Matthew Rose, Economic 
Concentration and World War II, Washington, 1946. 

3 Aircraft Production Cost and Profits, Hearings before the Subcom¬ 
mittee for Special Investigations. Committee on Armed Forces, House 
of Representatives, 84th Congress, Second Session, Washington, 1956, 
p. 3114. Cited from Merton J. Peck, Frederic M. Scherer, ‘The Weapons 
Acquisition Process: An Economic Analysis, Boston, 1962, p. 166. 
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The very terms of military contracts promote concentra¬ 
tion in war production. Thus, in the atomic industry, only 
1-3 contractors had a production potential for performing 
the required technical tasks. 1 

In shipbuilding only three or four private firms could, 
from the viewpoint of the military establishment, undertake 
to develop nuclear-powered submarines. In the production 
of missiles the main stages of manufacture are monopolised 
by two to four of the biggest companies. 2 

This procedure can also be observed in the market for the 
sale to the government of some goods which are not of an 
exclusively military purpose, for example, strategic raw 
materials. Thus, one company supplied nickel and two com¬ 
panies provided 85 per cent of all the lead to the federal 
government. 3 

A total of 50 biggest private concerns received from the 
government about 58 per cent of all the military contracts 
during the Second World War (1940-1944); over 56 per 
cent during the war in Korea (1950-1953) and 63-65 per cent 
in the first half of the 1960s. 4 

The specific structure of the arms market imparts a defi¬ 
nite imprint on the forms of contracts concluded by the big 
corporations with the government. The 1947 Act gave the 
military establishment broad powers as regards the choice 
of the form of agreement with contractors. 5 


1 Richard A. Tybout, Government Contracting in Atomic Energy, 
The University of Michigan Press, Ann Arbor, 1956, p. 98. Let us con¬ 
fine ourselves to the following example: at the beginning of the 1960s 
bids were called for the manufacture of an atomic reactor. After a pre¬ 
liminary “screening” of the 28 companies which offered their services, 
only three were left: Lockheed, General Dynamics, and Martin-Ma¬ 
rietta, which are among the biggest governmental contractors (See Wall 
Street Journal, January 30, 1962; ibid.. May 18, 1962). 

2 See Planning and Forecasting in the Defense Industries, p. 152. 

3 Richard L. Worsnop, “Government Stockpiling”, Editorial Research 
Reports, Vol. II, No. 8, 1962, Aug. 22, p. 622. 

4 William L. Baldwin, 'The Structure of the Defense Market, 1955- 
1964, Duke University Press, Durham, N.C., 1967, p. 9. 

5 Having signed this Act President Truman remarked that it per¬ 
mitted the armed forces in peacetime “to use any form of negotiated 
contract”. See Arthur Smithies, The Budgetary Process in the United 
States, New York, 1955, p. 298. 
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The spread of new forms of contracts, associated with 
large-scale research and development work, essentially re¬ 
stricted the traditional process of contract-bidding through 
free competitive bids. At present military products are over¬ 
whelmingly purchased by the government without any com¬ 
petitive bidding, by way of direct negotiation with the largest 
corporations. Thus, in the 1968 fiscal year as a result of ne¬ 
gotiations with only one firm, military contracts were awarded 
totalling 57.9 per cent of the value of all contracts; more¬ 
over, 30.6 per cent were placed through negotiations in 
which several firms could participate and only contracts 
comprising 11.5 per cent of the total value were awarded 
on the basis of free competitive bids. 1 

Among the barriers preventing the entry of new compa¬ 
nies into weapons production are a number of governmental 
provisions for the conclusion of contracts along “package 
deal” lines, the limited circle of companies given permission 
to do classified work and the role of preliminary contracts 
for the development of new types of weapons. 2 

Professor Lanzillotti, a well-known expert on industrial 
organisation, points out that there is a “defense contract 
policy which leans heavily on oligopolistic firms”, 3 and B. 
Cochran notes that in the sphere of weapons production 
monopoly relations are more fully realised than in the civil¬ 
ian economy. 4 

The scale of overpayments linked with the restriction of 
competition and the spread of the oligopolistic practice in 


1 New York Times, November 12, 1968. 

2 “Once, a contractor has been selected to develop a new weapons 
system or subsystem, it is in an extremely advantageous position with 
respect to receiving subsequent contracts to produce the system. . . . The 
practise of eliminating some firms from consideration on the basis of 
past experience or existing capabilities, either before or after bids are 
requested, constitutes a potential barrier to entry into the weapons in¬ 
dustry” (Merton J. Peck, Frederic M. Scherer, The Weapons Acquisi¬ 
tion Process: An Economic Analysis, pp. 325, 355). 

3 Robert F. Lanzillotti, “Some Characteristics and Economic Effects 
of Pricing Objectives in Large Corporations. The Relationship of Prices 
to Economic Stability and Growth”, Compendium of Papers Submitted 
by Panelists Appearing before the Joint Economic Committee, March 31, 
1958, Washington, 1958, p. 453. 

Bert Cochran, The War System. An Analysis of the Necessity for 
Political Reason, New York, London, 1965, p. 142. 
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price formation is demonstrated by the following fact: 
surveys have shown that free competitive bids enabled the 
government to buy weapons 32-46 per cent cheaper than in 
the case of direct negotiations with only one company. 

Thus, in weapons production highly contradictory pro¬ 
cesses are revealed. The specific features of the manufacture 
and sale of modern arms facilitate the development of the 
distinctly pronounced oligopolistic tendencies. On the other 
hand, intensive research and development in this sphere and 
the exceedingly dynamic process of renewal of weapons gives 
rise to the possibility of competition by a considerable num¬ 
ber of big industrial corporations, including companies which 
formerly did not engage in the manufacture of the given 
type of arms. 

Oligopolistic tendencies in the development of the produc¬ 
tion and sale of armaments inevitably give rise to an increase 
in prices (as compared with the level of competitive prices) 
and predetermine considerable overpayments on military 
contracts. Instances of this kind have been repeatedly report¬ 
ed in the American press. 1 Similar examples may be 
found in almost every report of the General Accounting 
Office. 

Until recently prices for new articles of a specifically 
military nature have been most frequently established on 
the basis of production costs (“costs-plus fixed fee”, “costs- 
plus incentive fee”, and so on). Moreover the big corpora¬ 
tions can more fully utilise in war production than in civil¬ 
ian, all the priviliges in writing off depreciation, exorbitant 
salaries which are allowed by law to be included in the cost 
of production and so on. 2 As was pointetd out in one of the 


1 In carrying out the programme of stockpiling strategic materials 
the US Government bought titanium at a price of $4.5 per pound, while 
the price in the free market at that time did not exceed $2.25; similarly 
it purchased tungsten at $55 per pound with a price of no higher 
than $35 in the free market (see Wall Street Journal, October 14, 
1957). 

2 A considerable part of the income is not counted as profit but is 
directly distributed among the higher managerial personnel. Thus, in 
1953-1959 salaries of top executives of aircraft companies rose much 
faster than in other industries. See Arch. Patton, “Trends in Executive 
Compensation”, Harvard Business Review, September-October 1960, 
pp. 144-54. 
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Congressional committees, military departments rarely at¬ 
tempt to restrict this tendency to conceal part of the profit 
through higher salaries paid to top executives. 1 

In the first half of the 1960s the US Government tried to 
somewhat restrict the size of such overpayments by opening 
the door to free competitive bidding and widely introduc¬ 
ing contracts based on a “fixed price-plus incentive”. But 
the reorganisation of the government’s system of contracts 
could not radically alter the existing situation. Let us 
merely mention here some of the obstacles this reform en¬ 
countered. In the first place, the sphere of free competitive 
bidding is restricted by the very process of research and dev¬ 
elopment of new types of weapons and the uncertain char¬ 
acter of this process, the need to utilise complex technolo¬ 
gies, specialised costly manufacturing equipment. To this 
must be added the oligopolistic position occupied by a 
number of large corporations which refuse to supply the 
government with the necessary materials at prices which they 
consider insufficiently profitable. Second, in a private enter¬ 
prise economy the maximisation of profit inevitably remains 
the chief stimulus for fulfilling military contracts. Thus, in 
most cases the state does not attempt to seriously curtail the 
profits of most of the big war industrial companies. Robert 
McNamara, former Secretary of Defence, stated: “I want to 
emphasize, that our objective here is not to cut the profits of 
Defense contractors. I am not at all concerned with cutting 
the profits of the average Defense contractors.” 2 

At the same time the following point should be empha¬ 
sised. Even in those cases when free competitive bidding is 
formally practised, prices offered by participating corpora¬ 
tions actually reflect the oligopolistic processes of price for¬ 
mation. The US press has repeatedly cited instances when a 
number of different companies participating in bids offered 
absolutely identical prices (coinciding to a cent), 3 and the 


1 See Aircraft Production Costs and Profits, pp. 2744, 2747. 

2 Impact of Military Supply and Service Activities on the Economy. 
Hearings before the Subcommittee on Defense Procurement of the Joint 
Economic Committee, Congress of the United States, 88th Congress, 
First Session, Washington, 1963, p. 25. 

3 See, for example, Administered Prices. Hearings before the Sub¬ 
committee on Antitrust and Monopoly of the Committee on the Judi- 


5* 
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Defence Department was compelled to accept this price. In 
this respect let us quote a characteristic excerpt from a dia¬ 
logue between Senator Proxmire and an executive of the 
Defence Department Captain T. M. Malloy at a hearing of 
one of the subcommittees of the Joint Economic Committee 
of Congress: “Senator Proxmire: Do you have any method 
to determining whether the so-called, what might be called 
the General Electric-Westinghouse pattern, in other words, 
the dividing up of the market where firms come in and seem 
to rotate in their procurement bids for armament materials? 
Is there any method that the Defense Department has of 
coping with this kind of situation or being alert to it, being 
aware of it? Captain Malloy: Senator, this is, of course, one 
of the most difficult things to detect.” 1 

The budget expenditure, which assumes the form of over¬ 
payment on military contracts, is transformed into profits 
for the big war-industry corporations. As pointed out ear¬ 
lier, a considerable part of the profits of these companies is 
listed among other items of the Balance sheet, by putting 
these sums into the various items of production costs. But 
even the figures officially listing these profits speak for 
themselves. The ratio of net profit to the invested capital of 
fifteen of the biggest military contractors in 1960 was 21 per 
cent higher than the average for 500 of the largest industrial 
corporations; in 1961 the figure was 31 per cent higher. 2 
Professor Murray L. Weidenbaum showed that in 1962-1965 
six big corporations engaged in filling military contracts had 
a return on net worth (net profits as a per cent of stockhold¬ 
ers’ investment) of 17.5 per cent, while six companies of 
approximately the same size which had no big military con¬ 
tracts received a return of only 10.6 per cent. He rightly 


ciary, United States Senate, 86th Congress, First Session, Part 13, 1959, 
Washington, 1960, pp. 6684-6685. 

1 Progress Made by the Department of Defense in Reducing the 
Impact of Military Procurement on the Economy. Hearings before the 
Subcommittee on Defense Procurement of the Joint Economic Commit¬ 
tee, Congress of the United States, 87th Congress, First Session, June 12, 
1961, Washington, 1961, p. 24. 

2 Calculated on the basis of data in Fortune, July 1961; ibid., July 
1968. 
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concludes that military business is much more profitable than 
ordinary commercial business. 1 

Lastly, we can refer to a survey of the biggest military 
contractors of the state (the 12 surveyed corporations received 
more than half of all the contracts in the aircraft industry, 
rocketry and space vehicles): the rate of profit in the manu¬ 
facture of the latest weapons was 29 per cent, while profit 
on the output of civilian group only 17.4 per cent. 2 

The large sums officially listed, and the hidden profits 
combined with the steadily mounting demand for armaments 
by the government, make it possible to assure a compara¬ 
tively higher rate of accumulation for companies which have 
large military contracts. A study made by the Stanford 
Institute compares a change of balance-sheet data of 400 big 
companies between 1948-1950 and 1956-1958. The results 
of the analysis show that 100 companies with the highest 
rates of capital accumulation and expansion of production 
had a share of military contracts amounting up to one-third 
of their turnover, while 100 companies with the lowest 
growth rates had contracts of only 2.5 per cent. These facts 
give a good idea of the reasons for the frenzied activity of 
some war-industrial companies during the Congressional pro¬ 
cedure of authorisation of appropriations for military pur¬ 
poses. 

At the same time the increased arms race leads to a 
growth in the economic and political influence exerted by 
the brass hats. In these conditions “the tasks which military 
leaders perform tend to widen. Their technological knowl¬ 
edge, their direct and indirect power and their heightened 
prestige result in their entrance, of necessity, into arenas 
that in the recent past have been reserved for civilian and 
professional politicians”. 3 The growth of militarism involves 
ever closer contact and interlocking relations between the 
most powerful representatives of the war industry and the 


1 American Economic Review, May 1968, Vol. LVIII, No. 2, p. 434- 
35. 

2 R. Kaufman. “MIR Ving the Boondoggle: Contracts, Subsidies and 
Welfare in the Aerospace Industry”, American Economic Review, Pa¬ 
pers and Proceedings, May 1972, p. 290. 

3 Morris Janowitz, Sociology and the Military Establishment, New 
York, 1959. p. 17. 
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top group in the military and political machine. As a result, 
a real danger arises of increasing the economic and political 
might of the military-industrial complex. 

Military preparations divert resources and energies that 
could serve purposes of construction and the progress of all 
mankind into channels for production of weapons of des¬ 
truction. In the 1967 fiscal year the production of armaments 
absorbed 59 per cent of all the labour inputs in the aircraft 
industry; 33 per cent in the radio, television and communica¬ 
tion equipment; 26 per cent in electronic components and acces¬ 
sories; 23 per cent in other transportation equipment; 11 per 
cent in metal-working machinery and equipment; 11 per cent 
in electrical equipment and apparatus and 10 per cent in non- 
ferrous metal ores. 1 

The steep growth of military spending may impart an 
unbalanced character to country’s economic growth. It will 
be shown in other chapters that the rapid increase in the 
military expenditures inevitably increased the tax burden, 
the government debt and stimulated inflation, that is, it 
ultimately brought serious hardships to the overwhelming 
majority of the American people. 

At the same time the huge military spending of the United 
States has accelerated the increase of the balance-of-pay- 
ments deficit and weakened the position of the dollar in the 
world. In this sphere the adverse effect of the large military 
expenditures abroad stands out particularly. 

The growth of military spending by its very nature in¬ 
volves a waste of national wealth. That is why at some stage 
of the arms race the huge military expenditures inevitably 
begin to retard the growth of the country’s economic 
potential. Japan, the Federal Republic of Germany and 
Italy have registered the highest economic growth rates 
and for a longer period among Western countries through¬ 
out the post-war period. It goes without saying that there 
are many complex factors explaining their advance but 
it is indicative that in these countries the arms race until 
now has been conducted on a comparatively smaller 
scale. 


1 Monthly Labor Review, Vo). 90, No. 9, September 1967, pp. 
10 - 11 . 
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The only alternative to the arms race is general and com¬ 
plete disarmament. Today mankind has no more pressing 
task than to curb the policy of escalating militarism and in¬ 
ternational tension; this task can be accomplished only by 
energetic and consistent struggle for disarmament and the 
peaceful settlement of outstanding international issues, only 
by struggle against the forces of militarism and aggression. 

This steadfast and hard struggle is yielding ever more 
tangible results with each passing year, helping to norma¬ 
lise the entire international climate. Significant changes 
have taken place in the world scene in recent years. Suffice 
it to refer to the end of the war in Vietnam, the wide inter¬ 
national recognition of the German Democratic Republic, 
the conclusion of a number of important political and econo¬ 
mic agreements between socialist countries and the Federal 
Republic of Germany, the preparation of the European con¬ 
ference on security and co-operation, cessation of the armed 
conflict in the Indochina Peninsula and the emergent steps 
towards normalising relations between India and Pakistan. 
All these and many other events attest to a substantial im¬ 
provement of the international political climate in the world. 

A big part in implementing a peace-loving policy has been 
played by constructive meetings and negotiations between 
leaders of the socialist and capitalist countries and partic¬ 
ularly the Moscow (1972) and Washington (1973) talks of 
General Secretary of the CPSU Central Committee Leonid 
Brezhnev and US President Richard Nixon. Among the 
major results of these negotiations are the conclusion of the 
Treaty on the Limitation of Anti-Ballistic Missile Systems 
and the Interim Agreement on Certain Measures with Re¬ 
spect to the Limitation of Strategic Offensive Arms and the 
elaboration of the Basic Principles of Negotiations on the 
Further Limitation of Strategic Offensive Arms. Of truly 
historic importance is the Agreement on the Prevention of 
Nuclear War signed in the summer of 1973. For the first 
time in history the two strongest powers in the world reached 
understanding, according to which both parties assumed the 
commitment to prevent situations capable of causing a dan¬ 
gerous aggravation of relations and to avoid military con¬ 
frontations and the outbreak of a nuclear war. 

All these changes in political, economic and cultural rela- 
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tions between states create new conditions for revising, from 
realistic positions, priorities in budget appropriations of the 
federal government. 


2. NEEDS OF ECONOMIC GROWTH AND THE SYSTEM 
OF CIVILIAN SPENDING 

Among the unfavourable consequences of the huge growth 
in military spending are also the limited possibilities of 
increasing federal appropriations for civilian needs. The 
general tendencies of the dynamics of military and civilian 
spending in recent decades have been marked by a close 
interdependence between the two: a substantial expansion of 
military outlays has invariably been accompanied by a de¬ 
crease in the share of the civilian expenditure. Inasmuch as 
the expansion of military spending during the last 35 years 
has greatly exceeded the expansion of the expenditure for 
civilian purposes, the share of the latter in the total expen¬ 
diture (both in relation to the federal budget and state and 
local expenditures) has been substantially reduced. In 1938 
civilian spending amounted to about nine-tenths and in 
1970, to over half of the total expenditures by federal, state 
and local governments. 

Moreover, the civilian expenditure during this period 
increased more slowly than the growth of the entire econ¬ 
omy, specifically at a lesser rate than the growth of the 
GNP. Thus, during this period the GNP increased annually 
(in current prices) 8 per cent on the average, while civilian 
spending rose approximately 6 per cent. As a result, this 
expenditure which totalled 16.4 per cent in 1938, was only 
10.2 per cent of the GNP in 1970. 1 At the same time, as 
statistics reveal, the proportion of purchases of goods and 
services of a civilian character, made by the federal gov¬ 
ernment, states, and local authorities, were considerably 
lower in the GNP of the United States during the 1950s 


1 Calculated from data in U.S. Income and Output, Washington, 
1958; Survey of Current Business, July 1971. 

Civilian spending includes the entire budget expenditure minus the 
military spending, interest on the national debt, veterans’ benefits and 
foreign aid. 
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than in many West European countries; for example, it was 
smaller than in the Federal Republic of Germany, Britain, 
Sweden and Belgium. 1 

The overwhelming part of the civilian expenditures are 
disbursed by states and local governments. 2 In this chapter 
we examine only the civilian spending under the federal 
budget. 

The limited scale of the budget resources remaining after 
military spending leaves only appropriations sufficient for 
satisfying the most pressing economic and social needs. The 
nature and scope of these appropriations is illustrated by the 
figures given earlier in Table II-1. In the 1930s expendi¬ 
tures for relief and public works held first place in civilian 
spending. At the same time since the 1930s expenditures for 
large-scale agricultural programmes of the federal govern¬ 
ment have significantly expanded. At present about half of 
all the expenditures in the federal budget for civilian needs 
goes for various income security payments and agricultural 
programmes. 

The serious aggravation of the problem of surplus pro¬ 
ductive capacity in agriculture and the consequent elimina¬ 
tion of a large number of farmers resulting in the intensi¬ 
fication of social friction and conflict, demanded substan¬ 
tial budget appropriations for federal agricultural pro¬ 
grammes. Among the major structural changes in the mech¬ 
anism of the functioning of American agriculture in recent 
decades is undoubtedly the development of a government 
market for the sale of farm produce. The size of the purchase 
of agricultural surpluses depends on a number of natural and 
economic factors. The federal expenditures for these pur¬ 
poses are among those items characterised by the greatest 
fluctuations. The purchasing role played by the main gov¬ 
ernment agency, the Commodity Credit Corporation (CCC), 
can be judged by the following data: in the second half of 
the 1950s and the first half of the 1960s, the CCC removed 
from the free market and handled the sale of one-fourth to 
one-half of the total wheat harvest, one-seventh to two- 


1 Sec Francis M. Bator, The Question of Government Spending. 
Public Needs and Private Wants, New York, 1962, pp. 45-46. 

2 See Chapter VI. 
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thirds of the cotton crop and so on. 1 Operations on such a 
scale demanded considerable appropriations. To this must 
be added the cost of storaging the stockpile of commodities 
accumulated at government warehouses: in 1960 alone, these 
expenses including the interest paid by the CCC on respec¬ 
tive loans reached $1,000 million. 2 

The increasing gap between the production potential of 
US agriculture and the existing possibilities for utilising 
that potential, is demonstrated by the substantial increase 
in the cost of financing federal agricultural programmes. 
Suffice it to say that in the 1970 fiscal year these expenses 
were approximately ten times greater than in the 1951 
fiscal year and 6-8 times above the level of the period fol¬ 
lowing the Great Depression in the mid-1930s. 

A substantial part of this money goes directly for various 
programmes designed to restrain the increase of agricultural 
output (an acreage restriction, and so on). The programmes 
for diverting land from productive use were always regard¬ 
ed as temporary measures, but most of them in one form 
or another have been continued up to the present. In the 
1969 fiscal year about half of all the budget appropriations 
for the Department of Agriculture were used to pay for 
reductions in the planting of cotton, wheat and feed grains 
on the basis of annual programmes and programmes for 
the long-range removal of the land from use. 

The purchase of a tremendous amount of agricultural 
commodities and the removal of ever larger areas from 
cultivation constituted an indispensable condition for the 
development of US agriculture in the post-war period. But 
even all these measures could not ensure a solution to the 
problem. Clifford M. Hardin, former US Secretary of Agri¬ 
culture, in remarks made in 1969 before a subcommittee of 
the House, referred to a number of studies which “showed 
that excess capacity to produce will continue through 1980 
even with the most favourable assumptions”. 3 


1 Calculated after Agricultural Statistics 1966, United States De¬ 
partment of Agriculture, Washington, 1966. 

2 D. Hathaway, Problems of Progress in the Agricultural Economy, 
Chicago, 1964, p. 42. 

3 Department of Agriculture Appropriations for 1970, Hearings 
before a Subcommittee of the Committee on Appropriations, House of 
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Another category of civilian expenditures consists of trans¬ 
fer payments related to federal public welfare programmes. 
Some of these programmes were previously inaugurated 
by the Roosevelt Administration during the years following 
the Great Depression when the inadequacy of all kinds of 
private charity programmes was fully revealed. 1 But pay¬ 
ments under the social security system in the United States 
thus far remain quite limited as compared, for example, to 
expenditures by many West European countries. Thus, in 
1960 in the USA expenditures under the social security 
system amounted to 5.3 per cent of the national income, 
while in Britain they were 9.6 per cent, Italy 14.9 per cent, 
France 16.2 per cent and the Federal Republic of Germany 
17.0 per cent of the national income. At the same time 
the American social insurance system places a compara¬ 
tively heavier tax burden on the workers in the form of in¬ 
surance payments made by factory and office workers them¬ 
selves: in the United States they contribute 41.0 per cent, in 
the Federal Republic of Germany 37.3 per cent, Britain 27.0 
per cent, France 19.2 per cent and Italy 15.2 per cent of 
all the resources which make up the respective funds. 2 Pro¬ 
fessor Musgrave believes that in respect to governmental 
welfare programmes, the United States lags behind Europe 
by a quarter of a century. 3 

The war on poverty programmes announced by the John¬ 
son Administration were even more modest in real life. 
Little more than half of all the spending under public wel¬ 
fare programmes are financed through federal budgetary 
channels. Escalation of the war in Indochina sharply 
increased tensions in the federal financial system and led 
the federal government to whittle down the modest ap¬ 
propriations used for increasing relief to the poorest fami¬ 
lies. “The ‘unconditional war on poverty’ declared by the 
President has proved to be highly conditional, dependent on 


Representatives, 91st Congress, First Session, Part 1, Washington, 1969, 

p. 5. 

1 “Private philanthropy ... is virtually bankrupt in the face of 
great disaster,” wrote B. Mitchell: Depression Decade. From New Era 
through New Deal 1929-1941, New York, Toronto, 1947, p. 101. 

2 The Banker, June 1963, London, p. 413. 

3 Richard A. Musgrave, Fiscal Systems, p. 86. 
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limited annual appropriations,” remarks James L. Sund- 
quist. Total appropriations for these purposes were inade¬ 
quate “and, under the pressures of Vietnam spending, are 
not rising”. 1 The government welfare programmes which rest 
on extremely curtailed appropriations simply cannot dig up 
or even shake the roots of poverty, roots which extend deep 
into the economic and socio-political fabric of contemporary 
American society. Moreover, it should be noted that a num¬ 
ber of procedures in the war on poverty programmes are 
based on bureaucratic practices degrading to the human 
dignity of thousands of Americans. The emergency nature 
of many programmes, their brief duration and the “piling 
up” of one programme on top of another impart to the 
entire public welfare system an extremely confused and 
contradictory nature. That is why, according to the popu¬ 
lar Newsweek magazine, welfare itself “is a maddening 
mix of compassion and callous bureaucracy, penny-pinching 
and shocking waste—the shame of a nation. And the 
problem is growing at an alarming rate.” 2 

The forced nature of the federal budget expenditures on 
agriculture, welfare and relief and their connection with 
the sharply conflicting nature of economic and social devel¬ 
opment of contemporary capitalist society are obvious and 
hardly require any special comment. One need merely note 
that the prime reason compelling the federal government 
to decide on increasing these expenditures has been the 
increased activity of the mass movement directed against 
the serious material privations suffered by millions of 
American families. 

At the same time, lately, as a result of the widening of 
the range of government policy and above all as regards 
ensuring conditions for long-term economic growth, there 
have been increases in some other budget appropriations. 
Basic shifts in contemporary economic theory and practical 
financial policy are being disclosed with particular clarity 
in the federal government’s changing approach to expen¬ 
ditures for education and vocational training. Formerly it 


1 Perspectives on Poverty, Vol. II. “On Fighting Poverty’’, Ed. by 
James L. Sundquist, New York, London, pp. 31-32. 

2 Newsweek, February 8, 1971, p. 26. 
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was assumed that intensive accumulation of capital utilised 
by private entrepreneurs was a necessary and sufficient 
condition for economic growth. Particularly strong emphasis 
on the role of increasing investments was reflected in some 
neo-classical models of economic growth which became 
widespread in the literature of the first post-war decade. 
But an analysis of aggregate production functions shows that 
in these models the main role is played not by an increase 
in the size of capital but by a change in the form of the 
production function itself. Many authors associate these 
changes above all with investments in “human capital” and 
improvement of the quality of manpower. 1 

But the private enterprise principle, because of its nature, 
cannot ensure an adequate development of the system of 
general and special education. Nevertheless, even in pres¬ 
ent times, the most consistent supporters of the neo-liberal 
concept continue to defend the system of private schools 
and higher educational establishments, in other words, the 
financing of education from private sources, as one of the 
major prerequisites for the existence of a “free and 
democratic society”. 2 

The contradictions between the potentialities of the 
richest country in the world and the backward educational 
system became glaring at the threshold of the 1960s. The 
country lacked 600,000 classrooms. 3 The system of educa¬ 
tional establishments, as pointed out in one of the Presiden¬ 
tial messages to Congress, was absolutely inadequate for 
ensuring universal literacy. 4 The results of a survey showed 
that in some areas more than half of the population could 
not pass the test of so-called functional literacy, in other 
words, could not read, write and make elementary mathe¬ 
matical calculations. 


1 See, e.g., Edward F. Denison, The Sources of Economic Growth 
in the United States and the Alternatives before U.S. Committee for 
Economic Development, New York, 1962, pp. 68-70. 

2 See, e.g., Milton Friedman, “The Role of Government in Educa¬ 
tion”, Economics and the Public Interest, Ed. by R. A. Solo, New 
Brunswick, N. J., 1955; Milton Friedman, Capitalism and Freedom, 
Preface, Chicago, London, 1962. 

3 Seymour E. Harris, The Economics of the Political Parties, New 
York, 1962, p. 256. 

4 New York Times, February 21, 1961. 
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The requirements of economic growth in conditions of 
the rapidly spreading scientific and technological revolution 
are coming into ever sharper conflict with the restricted 
possibilities of the private educational system. This is 
reflected in the “human capital” concept which became 
especially widespread recently. “Human capital,” says No¬ 
bel Prize Winner Professor Samuelson, “has a profit yield 
like that of material capital, but our market system does 
not carry investment to an optimal point. 1 This gives rise 
to demands for the extension of government investments in 
“human capital”. 

Under conditions of intensive military and technologi¬ 
cal progress and the re-equipment of the army with new 
sophisticated weapons, even representatives of the 
military establishment call for a substantial increase of 
government appropriations for general and special educa¬ 
tion. 2 

The concept of the need to increase “investment in human 
beings” is also gradually making its way into Congress. Let 
us refer to the following example. Not so long ago the 
financial burden for education was almost entirely placed 
upon state and local governments. For many years the coa¬ 
lition of conservative forces in Congress blocked all bills 
which called for increasing federal appropriations for 
education. But in recent years the blowing of “new winds” 
has been felt here as well. In 1965 the US Congress for the 
first time passed an Elementary and Secondary Education 
Act which substantially extended the financing of school 
education from federal sources. In the following four years 
federal budgetary expenditures on education more than 
doubled. In assessing these changes one should take into 
account the fact that the increased skill of workers is reflect¬ 
ed in increased efficiency of production and, consequently, 


1 Paul A. Samuelson, “Fiscal and Financial Politics for Growth”, 
Economic Growth. An American Problem, Ed. by Peter M. Gutmann, 
Englewood Cliffs, N. J., 1964, p. 156. 

2 Thus, Donald Quarles, former Deputy Secretary of Defence, assert¬ 
ed that the inadequate training of technical specialists, from the view¬ 
point of the country’s defence, represented “potentially a greater threat 
to national security than any aggressor weapons known” ( Fortune , De¬ 
cember 1957, p. 150). 
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in the first place, in a growth of the profits of employers. 1 

At the same time, it would be obviously wrong to exag¬ 
gerate the practical role of this re-evaluation of priorities. 
In a private enterprise society the dominant ideology, as 
previously, views the main purpose of all economic activity 
as the accumulation of material wealth. The functions of 
the state, too, are evaluated accordingly: in its simplest 
form such conception regards the government’s function as 
one of merely promoting an increase in the supply of auto¬ 
mobiles and other durable commodities for people possess¬ 
ing the adequate financial means. But this in essence is 
the orientation for the entire system of priorities of most 
persons participating in the process of economic decision¬ 
making. That is why some of the big employers are espe¬ 
cially vocal in their opposition to programmes for extending 
the government’s role in public spheres like education, social 
insurance, etc. “When a Galbraith or Myrdal suggests a 
greater concentration on the public sector, the automatic 
response of businessmen is—‘socialism’ ”. 2 

This tendency stands out clearly in the position held by 
Congress: in recent years most Senators and members of 
the House, at best, agreed to allocate for education and other 
“investments in human beings” a certain part of the addi¬ 
tional tax revenue in periods of intensive economic growth; 
but they flatly refused to radically revise the entire structure 
of governmental spending or to finance these programmes 
by increasing taxes on large incomes and correspondingly 
reducing private spending. 3 

The limited nature of the federal programmes of “invest¬ 
ment in human beings” is seen especially in medical care. 


1 “The material benefits of education are felt most by employers, 
and therefore the largest user in the economic sense is not the indivi¬ 
dual who receives the education but his employer” (J. M. Pargeter, 
“Ad Hoc or Cost-Based Pricing in the Public Sector”, Essays in the 
Theory and Practice of Pricing, London, 1967, p. 298.). The final divi¬ 
sion of these benefits between the employer and the wage worker de¬ 
pends on a number of factors but there are reasons for assuming that 
in most cases a considerable share is appropriated by the employer. 

2 Hobart Rowen, The Free Enterprisers: Kennedy, Johnson and the 
Business Establishment, New York, 1964, p. 18. 

3 See American Fiscal Policy: Experiment for Prosperity, Introduc¬ 
tion, Ed. by Lester C. Thurow, Englewood Cliffs, N. J., 1967, p. 16. 
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Throughout the post-war years the number of doctors per 
1,000 of population, far from increasing, even somewhat 
decreased. 1 There is an acute shortage of disease-prevention 
measures, above all for children. At the beginning of the 
1960s, 20 per cent of all children under the age of five, 
were not given any prophylactic treatment against poliomye¬ 
litis. 2 

One of the main factors tending to make private medical 
care less accessible is its increasing cost. The total sum of 
money spent by Americans to pay for doctors’ fees, medi¬ 
cines and hospital care is rapidly mounting: in 1950 these 
expenses totalled $11,000 million and in 1970, according to 
estimates, about $60,000 million. But not less than half of 
this increase was caused by inflation; people are compelled 
to spend an ever larger proportion of their income to pay 
for the higher cost of hospital care, doctors’ services and 
so on. 3 The higher cost of medical service outstripped 
not only the rise of retail prices of consumer goods 
but the increase in rates for other services purchased by 
people. 

“For growing numbers of Americans,” it is pointed out 
in the President’s Message to Congress of February 18,1971, 
“the cost of care is becoming prohibitive and even those 
who can afford most care may find themselves impoverished 
by a catastrophic medical expenditure.” 4 The position 
of the American people is steadily growing worse because 
of the specific features of market relations in the private 
system of medical service. “As a purchaser of medical ser¬ 
vices, the patient is usually in no position to choose how 
to spend his medical dollar.... Doctors are forbidden under 
rules of medical ethics to advertise fees, and the subject 
is rarely raised during doctor-patient interviews. Few pa¬ 
tients are capable of judging the relative qualifications of 
local doctors, and many fear a low fee indicates lack of 
competence.” 5 

1 See Rodney M. Coe, Sociology of Medicine, New York, 1970, 
pp. 353, 356. 

2 Congressional Record, February 9, 1961, p. 1905. 

3 Fortune, January 1970. 

4 New York Times, February 19, 1971, p. 17. 

5 Helen B. Schaffer, “Medical Costs and Medicare”, Editorial Re¬ 
search Reports, Vol. I, No. 20, May 24, 1967, Washington, p. 390. 
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The inadequacy of medical service and its rising cost 
disastrously affect the position of the poorer American fam¬ 
ilies. Half of all the children of poor families receive no 
inoculations against ordinary children’s diseases. Paid me¬ 
dical care is becoming less and less accessible. In the 1960s 
paid visits to a doctor by persons of families with annual 
incomes up to 2,000 dollars were half as many as in fami¬ 
lies with an income of $7,000 and more. The number of 
visits to a dentist in families with a higher income are 
approximately three times greater than the same figures 
for families with low incomes. 1 

Yet it is the poorest sections of the working people that 
are in the greatest need of medical care. A survey showed 
that child mortality from influenza and pneumonia in what 
are known as poverty areas was 3.5 times greater than 
similar figures in other districts. 2 Another survey reveals 
that the mortality rate (calculated per 100,000 population), 
as a rule, increases as the income of the families decreases: 
among the most propertied sections of the population the 
rate was 6.17 and among the poorest sections, 9.91. In the 
poorest families the cause of death more frequently is a 
disease like tuberculosis. Particularly high is the mortality 
rate among the Negro population. Deaths during childbirth 
among non-white women are four times higher than among 
white women. 3 

All this no doubt reveals the limited possibilities of capital¬ 
ist society’s public health system. In the richest country in 
the world it is impossible to satisfy the most urgent needs 
for medical and other services. In February 1971 President 
Nixon stated: “Nineteen months ago I said that America’s 
medical system faced a ‘massive crisis’. Since that statement 
was made, that crisis has deepened.” 4 The federal govern¬ 
ment’s expenditure for the health service system which now 


1 Forrest E. Linder, “The Health of the American People”, Scien¬ 
tific American, June 1966, p. 28. 

2 Chicago Board of Health, Preliminary Report on Patterns of Med¬ 
ical and Health Care in Poverty Areas of Chicago and Proposed 
Health Programs for Medical Indigent, Chicago, 1966. 

3 Social Security Bulletin , Vol. 26, No. 5, May 1963, p. 8. 

4 New York Times, February 19, 1971, p. 17. 
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amounts to only 7 per cent of the total does not cover even 
one-third of the increased cost of medical care. 

In conditions when a substantial part of the national 
income is redistributed through governmental budgetary 
channels, the majority of the population cannot be indiffer¬ 
ent to the government’s financial policy. With every passing 
year the American people feel more and more the adverse 
consequences of the policy which devotes the main share of 
the resources of the federal budget to military preparations 
and increasingly realise the inadequacy of social and cultur¬ 
al appropriations. 1 

Today it is clearer than ever before that the factors 
which facilitated a growth in military spending and restrict¬ 
ing the scale of social and cultural appropriations were clo¬ 
sely linked with the entire economic, socio-political and ideo¬ 
logical structure of contemporary American society. 


1 The results of Harris Survey are indicative. In 1969, 26 per cent 
of the people regarded curtailment of the military expenditure as the 
primary task of the federal government’s financial policy; in 1970 the 
number increased to 27 per cent, while in 1971 already 30 per cent 
stated that it was necessary, in the first place, to cut the expenditure on 
the war in Vietnam and on foreign aid and to curtail socio-cultural 
spending only as a last resort. 


Number of Persons Who in 1971 Favoured a Reduction 
ot Certain Budget Expenditures 
(percentage of polled) 


Type of expenditure 


Vietnam spending 
Foreign aid 
Space programme 
Poverty programmes 
Aid to cities 
Aid to education 
Pollution control 


Cut &rst | 

Cut least 

64 

8 

61 

3 

50 

13 

13 

34 

9 

30 

4 

66 

3 

57 


(Washington Post, August 5, 1971, p. E3.) 






CHAPTER III 

TAX REVENUE OF THE FEDERAL BUDGET 


Expansion of the economic functions of the state has 
been followed, as shown in the preceding chapters, by a 
swift increase in federal government spending. Taxation is 
inevitably the main source of financing governmental spend¬ 
ing. It, as it were, embodies the economically expressed 
existence of the state. “Taxes,” according to Karl Marx, 
“are the source of life for the bureaucracy, the army ... for 
the whole apparatus of the executive power.” 1 

Throughout the 20th century the financial operations of 
the state and, consequently, also the scale of taxation have 
been growing much faster than the indices characterising 
the general economic process (the GNP, national income, 
and so on). In view of this an increasing share of the GNP 
has been drawn into redistribution along the channels of 
the government’s financial system. Some indicators illustrat¬ 
ing the development of this process are given in Table III-1. 

In examining data on the increase in the federal budget¬ 
ary tax revenue we at once notice the following point. The 
tax burden has been increasing steadily, but very unevenly. 
The curve characterising this process resembles a ladder, 
moreover, every rung of this “ladder” (i.e., the part of the 
curve which illustrates the leap-like growth of taxes), as a 
rule, coincides with the participation of the United States 
in world wars and in the period after the Second World 
War, with the military hostilities in Korea and Indo- 


1 K. Marx and F. Engels, Op. cit., Vol. 1, p. 482. 

6 * 
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Table 111-1 


Tax Revenue of the Federal Budget, 
1800-1970 fiscal years 



1800 

fiscal year 

1850 

fiscal year 

1900 

fiscal year 

1940 

fiscal year 

1970 

fiscal year 

Total taxes, mil¬ 
lion dollars, cur¬ 
rent prices 

10 

40 

528 

5,696 

195,705 

Per capita sum of 
taxes 

2 

2 

7 

43 

955 

Taxes, percentage 
of gross national 
product 

* 

* 

3 

6 

20 


* No data. 

Source: Annual Report of the Secretary of the Treasury on the State 
of the Finances for the respective years. 

china. Thus, tightening the screws of the taxation press is 
inseparably linked with the growth of militarism. The 
gigantic sums of money extracted from the many millions 
of taxpayers were used for financing a number of unpro¬ 
ductive operations and first of all the further stepping up 
of the arms race. It is clear that real progress in the inter¬ 
national disarmament negotiations now underway, accom¬ 
panied by a substantial reduction of military appropriations, 
could bring substantial alleviation to the American taxpayer. 

Thus, the steeply rising financial needs of the state dictat¬ 
ed a reconstruction of the entire taxation system. In the 
19th century indirect taxes—customs duties (which ensured 
up to half of the entire sum of budgetary revenue), liquor 
and tobacco excises as well as the income of the post office— 
played a dominant role in the system of budgetary revenue. 
But a large share of these taxes displayed comparatively 
little elasticity with the change in the national income. 1 
That is why, notwithstanding the general tendency towards 

1 Comparing the role of indirect taxes in the fiscal system of capi¬ 
talist countries with different levels of per capita national income, 
R. Musgrave obtained the following results. The coefficient of the rank 
correlation between the share of indirect taxes in the total sum of tax 
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extending the range of goods and services which are taxed, 
and a growth of excise duties, the share of indirect taxes in 
the GNP of the USA increased much slower than the share 
of other fiscal revenues throughout the 20th century. 

At present indirect taxes play, in fact, a secondary role 
in the federal tax revenue system. More than four-fifths of 
the total revenue comes from direct taxes and above all 
from individual income taxes and the corporate tax. That 
is why attention in this chapter will be paid mainly to 
problems of direct taxation. 


1. THE INDIVIDUAL INCOME TAX SYSTEM 

The introduction of an individual income tax was an 
important landmark in the development of the fiscal system. 
The history of its introduction in the United States is indis¬ 
solubly linked with a sharp aggravation of the political 
struggle. The government utilised this tax for financing 
expenditures during the Civil War. But subsequently the 
collection of an income tax was discontinued. In 1895 the 
US Supreme Court ruled as “unconstitutional” the income 
tax law enacted in 1894. 1 At the beginning of the 20th 
century the federal government had no income tax and only 
one state (Wisconsin) had direct income taxes. But the 
increasing strain of the financial situation of the federal 
government and democratic pressure compelled the legis¬ 
lative authorities to adopt in 1913 the 16th ammendment 
to the US Constitution, according to which Congress was 
empowered to introduce a federal income tax. Since then 
the income tax has become a consistent component of the 


revenue and the average size of the per capita GNP is 0.46 (t = 3.33), 
and one of the equations of the regression is as follows: 

Tid/ T = e 4.99. Yc-0-18 R2=0.43, 

(25.3) (-5.3) 

where Tid = indirect tax receipts, T = total sum of taxes and Yc = per 
capita GNP. These calculations show that indirect taxes have less elast¬ 
icity in relation to income increase than other forms of taxation. (See 
Richard A. Musgrave, Fiscal Systems, Yale University Press, New 
Haven, London, 1969, pp. 116, 144-45.) 

1 Pollack v. Farmers' Loan and Trust Co., 157, US 429 (1895); 
158, US 601 (1895). 
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US financial system and its role in the revenue of the federal 
budget has been more or less steadily rising. 

From its very inception, the income tax structure bore an 
internally contradictory nature. On the one hand, the intro¬ 
duction of this tax was directly linked, as pointed out earlier, 
with the struggle for a more equitable fiscal system, somehow 
commensurating the size of the tax with the economic 
possibilities of the taxpayer. It is not accidental that the 
decision of the Ways and Means Committee gave as one 
of the reasons for introducing the income tax the “general 
demand for justice in taxation ”. 1 According to the idea of a 
number of liberal political leaders, an individual income tax 
had to embody the principle which in modern financial litera¬ 
ture has become known as the “ability-to-pay approach ”. 2 
The spread of the money economy relations made the money 
income (and not, for example, real property) a universal 
indicator of the material possibilities of the taxpayer. 

Accordingly, income taxation at the first stage affected 
only persons who received big incomes. During this period 
the tax-exempt minimum was above the incomes of the 
overwhelming majority of American families. It should be 
noted that the rate of the tax for the big income was quite 
modest. The maximum rate (on incomes in excess of 
$500,000 annually) did not exceed 7 per cent. That is why 
a progressive tax on the income of capitalists was play¬ 
acting, according to Lenin; the entire income tax paid by 
the American bourgeoisie, together with payments in the 
form of indirect taxes, did not exceed 1.5 per cent of their 
income. 3 At the same time the very structure of the federal 
taxation system, introduced in the USA in the first third of 
our century, contained elements making it possible to sharply 
expand the sphere of compulsory taxation. Moreover the 
further development of state-monopoly capitalism facilitated 
the utilisation of these possibilities. 

The main method of expanding the federal tax base was 
through a reduction of the minimum tax exemptions. The 

1 Internal Revenue Bulletin, Cumulative Bulletin, January-June 
1939, pp. 1-3. 

2 See Richard A. Musgrave, The Theory of Public Finance. A Study 
in Public Economy, New York, Toronto, London, 1959, Chapter 5. 

3 See V. I. Lenin, Collected Works, Vol. 19, p. 199. 
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development of this tendency was directly linked with the 
system of financing the governmental countercyclical mea¬ 
sures in the 1930s and especially with the steep rise in 
budgetary appropriations during the Second World War. 

In post-war years the level of the minimum tax exemp¬ 
tions continued to decline but the forms of development of 
this process were somewhat different. The nominal sum of 
the income tax exemptions has remained unchanged in 
recent decades (as compared with 1944 it was even some¬ 
what raised). But the inflationary rise of prices results in 
the gradual erosion of the real non-taxable minimum. The 
sum of the non-taxable minimum expressed in constant 
(1970) prices, in 1970 was for a family of two only one- 
twelfth and for a single taxpayer one-seventeenth of what 
it was in 1913 and correspondingly from 33 to 41 per cent 
lower than at the end of the Second World War. 

Thus the burden of inflation and the almost steadily ris¬ 
ing cost of living, as it were, are intertwined with a further 
increase in the tax load. 

As a result the non-taxable minimum is now much lower 
than the average level of income in the United States and 
the tax burden extends to the poorer sections of the popu¬ 
lation. 1 Whereas in 1913 the federal income tax was paid 
only by a very small part of the population (less than 1 per 
cent) now about four-fifths of all Americans have to hand 
over to the federal government a substantial part of their 
incomes. As a result, the share of the taxes contributed by 
those in the lower income brackets is rapidly rising: in 1929 
persons with the lowest incomes, up to $3,000 annually, paid 
only 0.2 per cent of the total individual income tax, while 
in the mid-1950s taxpayers with incomes of up to $5,000 
annually (the size of income of the given group of the 
population was changed in order to take into account the 

1 A trade union representative, speaking before a Congressional 
subcommittee, stated: “Proposed tax changes in the richest country in the 
world still require millions of American citizens whose earnings are 
below the standard judged adequate for decent living to continue to 
pay Federal income taxes.” (Fiscal Policy Implications of the Econom¬ 
ic Outlook and Budget Developments, Hearings before the Subcom¬ 
mittee on Fiscal Policy of the joint Economic Committee, Congress of 
the United States, 85th Congress, First Session, Washington, 1957, 
p. 169). 
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Table 111-2 

Expansion of the Sphere of Federal Taxation 1913-1970 



1913 

1939 

1950 

1970 

Sum of minimum* tax exemptions (dol¬ 
lars, current prices) 

3,000 

1,000 

600 

600 

Real purchasing power of minimum tax 
exemptions (dollars, 1960 prices) 
Number of individual income taxpayers, 
per cent of total US population 

8,982 

2,128 

716 

444 

1.0 

5.0 

72.6 

80.2 

Tax paid, per cent of total individual 
income 

0.1 

1.2 

8.0 

11.9 


* For a single taxpayer. 

Sources: Historical Statistics ... 1957\ Richard Goode, The Indi¬ 
vidual Income Tax, Washington, 1965. 

factors linked with the approximate depreciation of the 
dollar) accounted already for more than 30 per cent. 1 

The system of income tax rates contains an internal con¬ 
tradiction. The existing progressive tax rates 2 above all 
reflect the pressure of the struggle for a more just taxation 
system. But it should be noted that periods marked by a 
serious rise in taxation of large personal incomes have inva¬ 
riably coincided with a sharp expansion of the tax base and 
an increase in the financial burden borne by the mass of the 
population. Thus, just prior to the Second World War, the 
tax rate on an income of $200,000 and more was 66-79 per 
cent and at the end of the war it reached the record figure of 
94 per cent. But during the same period the minimum of tax 
exemptions was sharply reduced and the rate of taxing the 
less well-to-do taxpayers was raised from 4 per cent to 23- 
25 per cent. The overwhelming share of the additional 

1 Tax Revision Compendium, Hearings before the Ways and Means 
Committee, House of Representatives, US Congress, Vol. 1, Washing¬ 
ton, 1959, p. 509. 

2 According to the 1964 Act, persons in the lowest tax brackets pay 
an individual income tax amounting to 14 per cent, while the richest 
(with an anual income of 100,000 or more—70 per cent of their tax¬ 
able income. 
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budget revenue came from an increase in the taxation of 
the less prosperous sections of the population. 

In such a situation one gets the impression that the basic 
change in the system of individual income tax rates, dictat¬ 
ed by the tremendous growth of the military expenditure, 
adds up to increased taxes paid by the mass of working 
people, while the rise in taxes on big incomes performs the 
function of a political “safety valve”. It is indicative that 
the ruling class resorts to the use of this safety valve above 
all in periods of sharpening socio-political conflicts and 
intensified movement by the working people against a steep 
increase in the tax burden. 

At present the bulk of the income tax revenue in the 
federal budget comes from taxation of the lower rates. At 
the end of the 1950s the entire progression of tax payments 
(above the lowest rates) ensured only about 13 per cent of 
this revenue. As for the highest rates, 50 per cent of the 
income and more, they constituted only one-sixtieth of the 
taxable income and brought into the federal budget less than 
one per cent of the total tax receipts. 1 Moreover the lowest 
tax rates in the United States are (in respect to their abso¬ 
lute level) by far not so low. Comparison with the taxation 
system in other countries reveals that in the USA the 
groups with the lowest incomes contribute a much larger 
share of the tax than taxpayers with approximately the 
same incomes in France, Great Britain, Japan or Italy. 2 

Reference to high tax rates on big incomes is often 
utilised as one of the main points in discussions on more 
general ideological questions. 3 The much publicised high 


1 The Federal Revenue System: Facts and Problems. 1959, Materials 
Assembled by the Committee Stuff for the Joint Economic Committee, 
86th Congress, First Session, Washington, 1959, p. 185; Tax Revision 
Compendium, Vol. 1, p. 197. 

2 See, for example, L. Needleman, “The Burden of Taxation: An 
International Comparison”, Economic Review No. 14, National Institute 
of Economic and Social Research, London, March 1961; R. Musgrave, 
Fiscal Systems, pp. 182-87. 

3 Executives of the US National Association of Manufacturers, 
for example, were able to detect in the existing tax progression even 
an “air of radicalism” (See A. E. Holmans, United States Fiscal Policy, 
1945-1959, Its Contribution to Economic Stability, Oxford University 
Press, Oxford, 1961, p. 143. 
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level of nominal individual income tax rates actually proves 
to be quite modest. Assertions that the individual income 
tax actually absorbs more than half of the rich taxpayer’s 
income are characterised as naive by many financial experts 
like Professors Richard Musgrave, Robert Lampman, and 
many others. 

While the nominal rates of the federal individual income 
tax are characterised by a quite steep progression, from 
14 to 70 per cent of the entire income, the real rates change 
little as the size of the taxed income increases. This is dem¬ 
onstrated in particular by the results of investigation made 
by R. Herriot and H. Miller, some of the figures are given 
in Table III-3. 


Table II1-3 

Real Rates of the Federal Individual Income Tax, 1968 


Annual income of taxpayers 
(thousand dollars) 

up to 2 

2-4 

4-6 

6-8 

8-10 

15-25 

Real tax rate (per cent of 
income) 

25.6 

24.7 

27.9 

30.1 

19.9 

31.1 


Source: Walt Street Journal, May 9, 1972. 


There is also the following regularity: as the size of the 
income grows so does the gap between the nominal and 
the real tax rates. Thus, according to data of the US Trea¬ 
sury Department, the wealthiest families with incomes of 
$1,000,000 and higher, paid in 1968, 38 per cent of their 
income as the federal income tax. 1 But these data by no 
means cover the entire income of the rich taxpayers. Accord¬ 
ing to estimates of J. Pechman and B. Okner, financial 
experts of The Brookings Institution, the individual tax on 
incomes of $1,000,000 and more actually does not exceed 


1 Statistics of Income. Individual Income Tax Returns. 1968, De¬ 
partment of Treasury, Internal Revenue Service, Washington, 1970, 
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32 per cent 1 (at the highest nominal rate of 70 per cent). 
It is easy to see that such a gap between the nominal and 
real tax rates spells the biggest benefits for the wealthiest 
taxpayers. Pechman and Okner made a number of inter¬ 
esting calculations, trying to pinpoint the difference between 
the actually paid tax and the sums which individual groups 
of taxpayers would have to pay in accordance with the 
rates officially fixed by law. Here are some results of these 
calculations: taxpayers with an income of up to $3,000 can 
“save” $16 annually on tax payments; those with incomes 
of from $3,000 to $5,000, $48; incomes from $5,000 to 
$10,000, $340; from $25,000 to $50,000, $4,000; from 
$100,000 to $500,000, $41,000; from $500,000 to $1,000,000, 
$202,000 and with incomes above $1,000,000, $720,000. 2 
These figures require no additional comment. 

Thus, nominal and real tax rates of the top incomes are 
separated by a gulf, which largely makes the entire tax 
progression a fiction. The actual progression of tax rates 
can be and in many cases is not so much a result of legisla¬ 
tive decisions as, according to Richard Musgrave, an 
“accidental (or worse: intentional, but hidden) result of 
legislation for loopholes in the tax base and tricks. .. .” 3 

The rising cost of living which has become a chronic- 
affliction of the American economy, inevitably gives rise 
to a number of additional problems linked with progressive 
rates of taxation and increasing nominal incomes. In such 
a situation a rise in the general level of prices, all other 
conditions being equal, inevitably increases the tax burden. 
Let us illustrate this point with the following hypothetical 
example. Let us assume that the nominal taxable annual 
income at the initial moment, say, 1965, was $5,600 and, 
consequently, under the existing law, 22 per cent had to be 
paid as the income tax. If in the next two years prices, say, 
rose by 10 per cent, and the level of real wages remained 
unchanged, then the nominal wages at the end of the period 


1 Washington Post, February 15, 1972. 

2 See P. Stern, “Uncle Sam’s Welfare Program—For the Rich”, New 
York Times Magazine, April 16, 1972. 

3 Richard A. Musgrave, “How Progressive Is the Income Tax?”, Tax 
Revision Compendium, Vol. Ill, Washington, 1959, p. 2230. 
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had to be $6,160 and, according to this scale the tax rate 
had to rise to 25 per cent. 

Let us sum up in brief. The introduction of a progressive 
income tax system was a definite gain for the democratic 
movement. But this system by itself cannot ensure a true 
conformity or even a preservation of the former proportions 
between the amount of taxes paid and the ability to pay. 
Objective tendencies and contradictions inherent in the 
capitalist taxation system transform this system into a bur¬ 
den, the main brunt of which is borne by tens of millions 
of US working-class families. That is why the redistribution 
effect, connected with the existence of a progressive tax and 
calculated, say, for every million dollars of budget revenue, 
is today much lower than before the Second World War. 


2. FEDERAL TAX ON CORPORATION INCOMES 

Together with personal incomes, the net incomes of capi¬ 
talist enterprises, organised in corporations, are also taxed 
in accordance with the Payne-Aldrich-Tariff Act (1909). 
In the 1910s-1920s receipts from the tax on corporate 
incomes, as a rule, exceeded the sum of federal taxes paid 
by the population. However, after the Second World War, 
the considerable expansion of the individual income tax base 
changed the relationship between these elements of the 
taxation system: at present the individual income tax 
accounts for more than two-thirds and the corporation 
income tax for less than one-third of the total federal income 
tax revenue. 

The rates of the corporation income tax and its pro¬ 
gression are much lower than those of the individual income 
tax. 1 But even in taxing the net income of corporations the 
level of nominal rates cannot give an exact picture of the 
size of the actual taxes paid. 

Thus, prior to 1964, the nominal rate at which the 


1 Wilfred Lewis ironically characterises the progression of these tax 
rates as “rudimentary" (see Wilfred Lewis, Jr., Federal Fiscal Policy in 
the Postwar Recessions, The Brookings Institution, Washington, 1962, 
p. 35). 
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overwhelming part (about nine-tenths) of the entire net 
profits of corporations was taxed, was 52 per cent and after 
1964, 48 per cent. 1 But corporations actually pay a consid¬ 
erably smaller share of their profits. The real size of the 
tax on profits of American companies in the mid-1960s did 
not exceed 37 per cent. It was 21 per cent in the oil indus¬ 
try, 24 per cent in some other sectors of the extractive 
industry and of commercial banks, and so on. 2 According 
to other calculations the real rate of the corporate income 
tax did not even amount to 30 per cent in the mid-1950s. 3 

The total sum of taxes paid by corporations in the post¬ 
war period is marked by extreme instability. Any slowing 
down in economic growth rates or a recession was reflected 
in a much greater reduction of the share of corporate taxes. 
The particular sensitivity of this tax to cyclical fluctuations 
is explained by a number of reasons. First of all corporation 
incomes are sensitive to changes in the scale of production 
and sales, the degree of utilisation of productive capacity, 
and display a much greater degree of fluctuation than per¬ 
sonal incomes. 

Besides a change in current incomes, a number of other 
additional factors influences the decline in tax payments. 
Cyclical fluctuations are revealed by the share of corporation 
incomes in the entire economy. 4 Moreover, in the preceding 
period US industry had a particularly widespread system 
of bookkeeping which based the valuation of inventories in 
the balance sheets of enterprises at the price at the time of 
purchase (known as the Fifo, i.e., first-in, first-out system). 
Therefore during a depression and the ensuing drop in 
prices, a corporation employing this bookkeeping system 


1 A tremendous number of small corporations was taxed at the lowest 
rate of 22 per cent, but their share in total profits was very small. 

2 Calculated according to Statistics of Income 1966: U.S. Business 
Tax Returns, Washington, 1969. 

3 See A. Haberger, “The Corporation Income Tax: an Empirical 
Appraisal”, Tax Revision Compendium, Vol. t, pp. 240-41. 

4 Thus, according to calculations of Ch. Schultze, with a reduction 
in the gross income of the entire private sector (measured at unchanged 
prices) by 1 per cent, the output of corporations declined by about 
1.4 per cent in the post-war period (see Ch. Schultze, “Short-Run Move¬ 
ments in Income Shares”, The Behaviour of Income Shares. Studies in 
Income and Wealth , Vol. XXVII, Princeton, 1964, p. 157). 
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usually showed large additional losses on items of working 
capital. 1 Lastly, besides these factors, which “automatically” 
reduced the effective corporation income tax rates, in 1948 
and 1954 the Federal Government resorted to a “discretion¬ 
al reduction” of nominal tax rates. 

Thus corporations gained the opportunity to curb the 
decline in their profits. This chiefly benefited the biggest 
companies since the bulk of the taxed income—more than 
70 per cent—is earned by a small group (0.6 per cent of the 
total) of corporations, each of which has an annual income 
of $1,000,000 and more. 2 

Table III-4 


Change in Corporation Profits~'in Periods of Post-War Depressions 
(’000 million dollars) 



4th quar¬ 
ter 1948- 
2nd quar¬ 
ter 1949 

2nd quar¬ 
ter 1953- , 
2nd quar¬ 
ter 1954 

3rd quar¬ 
ter 1957- 
1st quarter 
1958 

2nd quar¬ 
ter 1960- 
4th quarter 
I960 

4th quar¬ 
ter 1969- 
4th quar¬ 
ter 1970 

Drop of profits be¬ 
fore the payment 
of taxes 

2.5 

2.0 

3.0 

1.0 

2.0 

Reduction of the 
corporate income 
tax 

0.9 

1.3 

1.6 

0.5 

1.4 

Drop in profits 
after the payment 
of taxes 

1.6 

0.7 

1.7 

0.5 

0.6 


Sources: Survey of, Current Business for the respective years. 


Data in Table III-4 show that private corporations were 
able to shift to the federal budget, that is, ultimately to 
other taxpayers during the period of the 1948-1949 depres¬ 
sion, 36 per cent of their losses connected with the cyclical 
reduction in the size of their profits; in 1953-1954, it was 


1 This mechanism is examined in greater detail by J. Keith Butters in 
his Effects of Taxation: Inventory Accounting and. Policies, Harvard 
University Press, Boston, 1949, Chapter III. 

2 The Federal Tax System: Facts and Problems 1964, Washington, 
1964, p. 48. 
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65 per cent; in 1957-1958, 49 per cent; in I960, 50 per cent 
and in 1969-1970, already 70 per cent. The downward 
tendency in the movement of private profits is substantially 
restrained by increased fluctuations in government revenue. 
Thus, such a reduction in the losses of private capital signifies 
an increase in the losses on the opposite side—in the govern¬ 
ment budget. The present structure of federal taxation 
contributes to a situation wherein a greater strain is placed 
on governmental finance even during not-so-deep economic 
recessions or stagnations of business activity. 

A number of Western scientists are trying to find some 
sort of economic justification for this process of shifting 
losses, regarding it as one of the “built-in stabilisers” which 
help to reduce the spontaneous cyclical fluctuations of the 
capitalist economy. But it is difficult to accept this view¬ 
point. The point is that in the short-term aspect, the money 
put back by the big corporations into further economic 
circulation (capital investments and dividends paid to share- 
owners) in present-day conditions apparently do not greatly 
depend on the size of the profit remaining after the deduc¬ 
tion of taxes. 

The investment policy of corporations during periods of 
an economic depression thus depends, above all, on the scale 
of the over-accumulation of fixed capital and the prospects 
existing in the major commodity markets. It is a rare situa¬ 
tion when, in conditions of a substantial underutilisation of 
its productive capacity, a large corporation attempting to 
sharply expand its investments, cannot carry out this pro¬ 
gramme solely as a result of the removal of part of the 
current profit in the form of income taxes. 1 As for that part 
of the profit going to dividend payments, the amount of 
taxes on corporate incomes according to data of special 
statistical studies, exerts a very small influence on these 
payments. 2 


1 Factors influencing investments of private corporations are exam¬ 
ined in greater detail by Robert Eisner and Robert H. Strotz in “Deter¬ 
minants of Business Investments”, Impacts of Monetary Policy, Engle¬ 
wood Cliffs, N. J., 1963, pp. 60-338. 

2 See, for example, John Lintner, “Distribution of Income of Corpo¬ 
rations among Dividends, Retained Earnings and Taxes”, American 
Economic Review, Vol. XLVI, No. 2, May 1956, pp. 97-113; John A. 
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Thus, fluctuations in the amount of taxes paid by corpo¬ 
rations, can hardly restrain cyclical fluctuations of produc¬ 
tion to any considerable degree. Professor Joseph Pechman, 
Director of Economic Studies at The Brookings Institution 
and Executive Director of Detailed Studies of Government 
Finances, had every right to state that “the corporation 
income tax is not regarded as one of the significant built-in 
stabilizers, despite the fact that it contributes heavily to 
the large swings in federal surpluses and deficits during 
business cycles”. 1 

In post-war years the opinion has been repeatedly voiced 
in Congress and in the American press that the tax rates on 
corporation incomes are so high that they reach a “level 
of confiscation”, and therefore this situation exerts an 
extremely unfavourable impact on the processes of economic 
growth. 2 “We have in this country people anxious to work 
and capital seeking investment opportunities. We have a 
need for many things.... But we have erected a high wall 
between these resources and these needs, in the form of 
high rates of profits taxation,” it is claimed in one of the 
publications of the US Committee for Economic Develop¬ 
ment. 3 

Discussion of this question has become particularly lively 


Brittain, “The Tax Structure and Corporate Dividends Policy”, Amer¬ 
ican Economic Review, Vol. LIV, No. 3, May 1964, pp. 272-87. 

Gary Fromm, utilising the calculations of Lintner, shows that only 
5 per cent of the changes in the paid dividends could be attributed to 
the influence of changes in the size of profit after the deduction of taxes 
in 1953-1960 (Gary Fromm, “Inventories, Business Cycles and Economic 
Stabilization”, Inventory Fluctuations and Economic Stabilisation, Joint 
Economic Committee, Congress of the United States, 87th Congress, 
Second Session, Part IV, Supplementary Study Papers, Washington, 
1962, p. 86). 

1 Joseph A. Pechman, Federal Fax Policy, The Brookings Institute, 
Washington, 1966, p. 114; see also Richard Goode, “The Corporate In¬ 
come Tax in a Depression”, Policies to Combat Depression, Princeton, 
1956, pp. 149-70. 

2 See, for example, Tax Revision Compendium, Vol. Ill, p. 2267; 
Review of Report of the Commission on Money and Credit, Hearings 
before the Joint Economic Committee of the US Congress, p. 193, and 
others. 

3 Reducing Fax Rates for Economic Growth, A Statement on Na¬ 
tional Policy by the Research and Policy Committee of the Committee 
for Economic Development, December 1962, p. 24. 
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since the beginning of the 1960s. The incoming Democratic 
Administration began to pay more attention to problems of 
economic growth and after an initial leap-like increase in 
governmental appropriations, emphasis was shifted from the 
Keynesian compensatory finances to the concepts of econ¬ 
omic growth through manoeuvring with tax rates iniluenced 
by neo-classical concepts. Moreover, a change in the tax 
rates was regarded as one of the most operational tools for 
counter-cyclical regulation. Speaking in Congress, R. Nathan, 
Chairman of the Commission on Money and Credit, stated: 
“More and more economists have tended to come around 
to the view that for short-term stabilization purposes, the 
revenue side is a more important and more potent stabili¬ 
zation force than the expenditure side.” 1 

An analysis of the measures taken in the sphere of taxa¬ 
tion (revision of the rates of depreciation allowances and 
the consequent reduction of the rate of corporate taxes, the 
law on the 7 per cent investment credit for corporations, 
etc.) reveals that the profit tax plays a key role in this 
programme. Since the rate of profit is a basic factor in the 
decision-making of a businessman, particularly on the 
question of expansion or reduction of production, government 
regulation of business activity is first of all directed toward 
stimulating a growth in the profits remaining at the disposal 
of corporations. The government recognised that the short¬ 
est road to achieving this lay in reducing the effective tax 
rate on the profits received by private corporations. 

Needless to say, the spokesmen of Big Business were very 
vocal, and continue to be so, in defending this policy. Thus, 
Robert Tyson, Chairman of the Finance Committee of the 
United States Steel Corporation, stated: “I believe that the 
present-day taxation of corporate income is inequitable and 
adverse to investment and to economic growth. ... Taxes, 
by their very nature, are disincentives, and the greater the tax 
the greater the disincentive.” 2 William Hogan of Fordham 


1 Review of the Report of the Commission on Money and Credit, 
Hearings before the Joint Economic Committee, Congress of the United 
States, 87th Congress, First Session, August 14-18, 1961, Washington, 
1961, p. 169. 

2 Robert C. Tyson, “Business Capital Spending and Investment De¬ 
cisions”, Fiscal Policy and Business Capital Formation. A Symposium 


7—62 
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University asserts that “high taxes are making it hard 
for us to maintain the profitability—the survivability and 
growability—of our business firms”. 1 

Recent tax reforms, including those enacted in 1964, bear 
obvious traces of Big Business influence. Thus, at the begin¬ 
ning of the 1960s, the National Association of Manufactur¬ 
ers demanded that the corporate tax rate be reduced from 
52 to 47 per cent, 2 while the bill in Congress provided for 
a reduction of these rates from 52 to 48 per cent. 

Actually all efforts to connect movement of investments 
with changes in the corporate tax rate fail to disclose the 
existence of a simple and stable dependence between these 
magnitudes. Throughout the post-war period the investment 
process developed more intensively than prior to the Second 
World War, although in the war years and in the sub¬ 
sequent period, tax rates on net profit of corporations were 
essentially raised. Surveys specially made in the United 
States (as well as in a number of other capitalist countries) 
did not reveal that existing tax rates exercised a distinctly 
pronounced unfavourable influence on the initiative of 
businessmen or corporate businessmen. 3 

Nor has there been any sign indicating that the financial 
position of corporations was being undermined. The share 
of borrowed funds in the operations of non-finance corpo¬ 
rations throughout our century has remained more or less 
stable. Moreover, the share of long-term loans in their total 
debt has been reduced/* This is apparently linked with an 
increase in the role of their own funds in financing the 
biggest capital investment programmes. Notwithstanding the 
higher tax rates, accumulation within the sector of non- 


Sponsored by the American Enterprise Institute for Public Policy Re¬ 
search, Washington, 1967, p. 15. 

1 Thomas F. Patton, Business Survival in the Sixties, New York, 
1961, pp. 13-14. 

2 See Taxation, Capital and Economic Growth, National Association 
of Manufacturers, November 1961. 

3 See, for example, the review in Royal Commission on the Taxa¬ 
tion of Profits and Income, 2nd Report, Presented to Parliament by 
Command of Her Majesty, April 1954, London, Cmd 9105, Chapter 4, 
pp. 27-31, Chapter 5, pp. 31-34. 

4 Raymond W. Goldsmith, The Flow of Capital Funds in the 
Postwar Economy, New York, London, 1965, p. 112. 
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finance corporations developed at a faster rate than the 
increase in the GNF. As a result the share of accumulation 
of private corporations in the GNP rose from 7.3 per cent 
in 1929 to 8.7 per cent at the end of the 1960s. 1 

Together with huge investments and substantial reserves 
formed on the basis of undistributed profits, private corpo¬ 
rations used a considerable part of their income, remaining 
after the deduction of taxes, to pay dividends to sharehold¬ 
ers. It is remarkable that the share of dividends in profits 
after the deduction of taxes was particularly large in rapidly 
developing US industries: at the beginning of the 1960s 
about 70 per cent of the profit after deduction of taxes was 
distributed in the form of dividends in the electrical equip¬ 
ment industry, 64 per cent in the chemical industry, 55 per 
cent in the automobile industry, while in the steel industry 
it was 47 per cent and in other industries 37 per cent. 2 

In assessing the thesis that high tax rates on corporate 
profits are an obstacle to economic growth, one can point to 
the following. In most West European countries as well as 
in Japan, the tax rate on company profits is not smaller than 
in the US. Thus, the real tax rates on undistributed profits 
of corporations were 67 per cent in the Federal Republic of 
Germany and 46 per cent in France at the beginning of the 
1960s. In the United States (after the tax reform of 1964) 
they were 43 per cent, while the taxes on the distributed 
part of the profit were correspondingly 44, 46 and 43 per 
cent. 3 The maximum tax rate on the net profits of corpo¬ 
rations in Japan in the mid-1960s was also higher and the 
tax on corporations played a greater role in the budgetary 
revenue system than in the United States. Nevertheless in 
both Japan and the Federal Republic of Germany industrial 
production during the period under review developed con¬ 
siderably faster than in the USA. 

1 Survey of Current Business, Vol. 45, No. 8, August 1965, p. 25. 

2 Ray M. Powell, “Management Views of Tax Depreciation”, Bureau 
of Business Research, Indiana Business Report, No. 34, Indiana 
University, 1962, p. 10. 

3 Richard A. Musgrave, Peggy Brewer Richman, “Allocation 
Aspects, Domestic and International", The Role of Direct and Indirect 
Taxes in the Federal Revenue System. A Conference Report of the 
National Bureau of Economic Research and The Brookings Institution, 
Princeton, 1964, p. 128. 
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Tlie inlluence of tax rates is inseparably linked with the 
problem of incidence of the corporate income taxes. Within 
the framework of the present work it is impossible to ex¬ 
amine in detail all aspects of this problem, which in a 
theoretical sense is quite complex. Let us confine ourselves 
to the following points: an increase in the tax on corporation 
incomes did not lead to any substantial reduction in the rate 
of profit after tax deductions. Thus, the rate of profit on 
the capital of corporations in the US manufacturing industry 
in the period of the cyclical advance of the 1920s (1927- 
1929), fluctuated around the level of 8 per cent and in the 
cyclical advance of the 1950s (1955-1957), around 9 per 
cent, although the nominal rates of corporate taxation dur¬ 
ing this period rose 4-5 times. 

Martin Krzyzaniak and Richard Musgrave in a special 
study dealing with the problem of the shifting of the cor¬ 
poration income tax, arrive at the following conclusion: “An 
increase in the tax is shifted fully through short-run 
adjustments to prevent a decline in the net rate of return, 
and . . . these adjustments are maintained subsequently.. . 
Since one of the major forms of shifting the corporation 
income tax is to raise the price of the goods they sell, this 
process promotes an increase in prices and a general rise 
in the cost of living. 

In conditions of monopolistic competition when an impor¬ 
tant role is played by non-price aspects of the competitive 
process, the shifting taxes may assume somewhat different 
forms: the price would remain more or less stable but the 
quality of the goods is worsened, the volume of after-sale 
services is reduced, and so on. This process can be distinctly 
noted when rates on corporate taxes are raised in conditions 
of a war economy. But a study made by the Consumers 
Union in the post-war period shows that this process can 
also take place in conditions of a peacetime economy and 
the absence of government price control. 

The US federal financial system is distinguished by a 
comparatively smaller share of indirect taxation. 1 2 That is 

1 Martin Krzyzaniak, Richard A. Musgrave, The Shifting of the 
Corporation Income Tax, Baltimore, 1963, p. 65. 

2 In 1960 indirect taxes in Italy amounted to 50 per cent of total 
tax revenue of the central government; in Britain, 40 per cent; France, 
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why programmes for reducing corporate taxes often contain 
proposals for compensating the resulting fiscal losses by 
extending indirect federal taxes. 1 

The connection between an increase in indirect taxes and 
the rise in consumer goods prices is evident. At the end of 
the 1950s, D. Davies published a study demonstrating the 
influence which taxes on foodstuffs can exert on the living 
standards of various groups of the population. For families 
with incomes under $1,000 annually, the actual rate of 
taxation is 2.14 per cent of their incomes; $1,000 to $2,000, 
1.43 per cent; $3,000 to $4,000, 1.33 per cent; $5,000 to 
$6,000, 1.26 per cent; $7,500 to $10,000, 1.04 per cent and 
above $10,000, 0.69. 2 Consequently the system of actual rates 
of indirect taxation is marked by a distinctly pronounced 
regression: the burden of these taxes borne by the poorest 
population is 2-3 times heavier than by rich families. Parti¬ 
cularly high are the actual rates of indirect taxation on 
poorer families with a large number of dependents. 

At the same time, as pointed out in the subsequent chapter 
on local finances, the distribution of a number of state and 
local taxes is also of a regressive nature. The cumulative 
effect of these factors results in that the highest rates (as 
compared with their income) are paid by the poorest Amer¬ 
ican families. R. Herriot and H. Miller have calculated the 
effective rate of taxation which would take into account all 
types of federal and local taxes. Some of the results of their 
estimates are given in Table III-5. Thus the actual tax 
burden more often does not increase but decreases as the 
economic possibilities of the taxpayers rise. Such a structure 
of the tax rates merely intensifies the inequality in the 


39 per cent; the Federal Republic of Germany, 37 per cent; Japan, 
33 per cent; and in the United States only 14 per cent (O. Eckstein, 
“Comparison of European and United States Tax Structures and 
Growth Implications”, The Role of Direct and Indirect Taxes in the 
Federal Revenue System , Princeton, 1964, p. 234). Indirect taxes, in 
accordance with the classification of UN statistical agencies, include 
customs duties, excises, the sales tax and property tax. 

1 Herbert Stein, “What’s Wrong with the Federal Tax System?” 
Tax Revision Compendium, Vol. 1, Washington, 1959, p. 116. 

- David G. Davies, “An Empirical Test of Sales-Tax Regressivity”, 
The Journal of Political Economy, Vol. LXVII, No. 1, February 1959, 
p. 74 
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Table 111-5 

Burden of Federal and Local Taxes 


Annual incomes 
of taxpayers 
(thousand 
dollars) 

less 

than 

2 

from 
2 to 

4 

from 
4 to 
6 

from 
6 to 
8 

from 
8 to 
10 

from 
10 to 
15 

from 
15 to 
25 

from 
25 to 
50 

from 
50 and 
above 

Effective tax 

rate, per cent 
of income 

5.0 

34.6 

31.0 

30.1 

29.8 

29.8 

30.0 

32.8 

45.0 


Source: American Economic Review. Papers and Proceedings, May 
1972, p. 320. 


distribution of incomes and property between various 
classes and social groups of American society. 

3. THE STRUCTURE OF THE FEDERAL TAX SYSTEM 

AND THE PROBLEM OF EROSION OF THE TAX BASE 

Examining the contemporary taxation system in the Unit¬ 
ed States one cannot fail to note that the numerous laws, 
regulations and addenda in the whole make up an extremely 
intricate and cumbersome system. Thus in filling out a tax 
declaration it is necessary to make “upwards of 500 entries 
. . . and as many as 200 additions, substractions, multiplica¬ 
tions and divisions”. 1 “Thousands of people,” the Wall 
Street Journal writes, . .can’t understand the tax forms.” 2 
Practically only experts in taxation can understand all the 
fine points of this legislation. 

The inequitable demands made by the government on 
different taxpayers and the diverse opportunities for evasion 
are accentuated by the existence of a ramified network of 
tax loopholes. The increasingly intricate system of relations 
existing between the Treasury Department and the big 

1 Monthly Economic Letter, First National City Bank of New York, 
August 1963, p. 92. 

2 Wall Street Journal, April 9, 1959, p. 8. 
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taxpayers can nonplus even the most experienced officials 
of that department. 

It would perhaps be too naive to see in the tax loopholes 
only a result of machinations by taxpayers or even of some 
or other pressure groups. The existing system, with its 
loopholes, is a manifestation of the functioning of the state- 
monopoly economic mechanism. With the extension of the 
economic functions of the state and the growth of taxation, 
the government must make ever wider use of changes in the 
structure of the taxation system as an important instrument 
of economic policy. It gives “selective” tax concessions to 
employers in some sectors of economy or to capitalists who 
perform definite commercial operations in order to stimulate 
the flow of capital into some or other sectors and thereby 
achieve a restructuring of the economy. 

At the same time the government from time to time also 
offers general tax concessions, recognising in them one of 
the principal means for stimulating economic activity. 

The system of tax concessions is being steadily widened 
and is becoming more ramified. The concessions and allow¬ 
ances introduced as temporary measures most often become 
irreversible. 1 

Here we encounter another specific feature of the mechan¬ 
ism of creating tax loopholes. While emphasising the role of 
the objective processes in the development of state-monopoly 
capitalism, we naturally must not discount the political 
forces which act as the chief dramatis personae in this pro¬ 
cess. Different groups of the capitalist class actively attempt 
to influence the choice of various forms of tax regulation, 
upholding the privileges most advantageous to themselves. 
“Not more than one out of every 100 citizens actively work¬ 
ing on a tax bill is trying to represent the general interest,” 
noted Paul H. Douglas, Chairman of the Joint Economic 
Committee of Congress who took part in the drafting of 
many tax bills. “And in the halls outside the hearing rooms 
the lobbyists are as thick as flies. .. ,” 2 In those cases where 


1 “To attempt to close any one of even the major ‘loopholes’ would 
be a formidable political undertaking,” Professor David B. Truman 
writes on this score {Trends in Modern American Society, Ed. by 
Clarence Morris, Philadelphia, 1962, p. 138.) 

2 Paul H. Douglas, In Our Time, New York, 1968, pp. 24-25. 










104 


R. ENTOV 


the government decides to put forward proposals to restrict 
tax loopholes, big business representatives utilise their influ¬ 
ence in Congress to have these bills rejected. 1 The deve¬ 
lopment of the US taxation system in recent decades shows 
that defenders of tax loopholes, who form a bloc, usually 
succeed in fully or partly frustrating reforms. 

Consequently, the use of tax concessions as an instru¬ 
ment of economic policy ultimately gives rise to a spreading 
labyrinth of tax loopholes. But beside general economic 
functions, the taxation system must perform fiscal functions 
“properly” linked with the need to finance the growing 
governmental expenditure. These functions increasingly 
clash with the network of tax concessions. The internal 
contradictions between the general economic and fiscal tech¬ 
nical functions of the tax system thus come to the fore¬ 
ground. 

The various forms of tax concessions have been examined 
in detail in a number of special studies. 2 Let us merely 
point to the financial importance of the tax concessions given 
to corporations. Data in Table III-6 illustrate the process 
of the gradual increase of the non-taxable incomes of cor¬ 
porations. 

If we also add the rough estimates of the expenditures of 
executives of corporations for their own consumption which 
are entered under different items of costs, 3 it will turn out 
that the total sum of actual profit exempted from taxation 


1 This mechanism is examined in greater detail in Chapter I, in 
analysing the procedure of budget decision-making. 

2 See, for example, Norman B. Ture, Accelerated Depreciation in 
the United States 1954-1960, New York, 1967; Lawrence H. Seltzer, 
“Nature and Tax Treatment of Capital Gains and Losses”, Fiscal 
Studies , No. 3, New York, 1951, and others. 

3 Materials submitted by the Department of the Treasury to Con¬ 
gress enumerate the following expenses usually entered as production 
costs: “Country club and athletic club dues and charges; travel expenses 
of wives, children and relatives . . . particularly when visits are made 
to resort or vacation areas.. . . Maintenance, operation or rental of auto¬ 
mobiles, yachts, hunting lodges, fishing camps, resort properties, houses, 
apartments, hotel suites, etc. .. .Gifts to members of the taxpayer’s 
family.” Revenue Act of 1962, Hearings before the Committee on 
Finance, US Senate, 87th Congress, Second Session, April 2, 1962, 
Part 1, Washington, 1962, pp. 280-81 
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Table III-6 


Structure of Tax Concessions Given to Corporations, 
1953-1959 fiscal years 


Form of exemptions and 
concessions 

Sums of corporation incomes exempted 
from taxation (million dollars, in current 
prices) 


1953 fiscal year 

1959 fiscal year 

Accelerated depreciation 

3,120 

3,550 

Depletion allowances 

2,300 

3,000 

Research and development 

1,100 

1,750 

Contributions or gifts 

500 

500 

Exclusions 

1,300 

1,600 

Preferential rates on capital 
gains 

2,500* 

3,500 


* Estimates based on data of the 1956 fiscal year. 

Sources: William F. Hellmuth, “Erosion of Federal Corporation In¬ 
come Tax Base”, Federal Tax Policy for Economic Growth and Stabil¬ 
ity, November 9, Washington, 1955, pp. 914-15; Tax Revision Com¬ 
pendium, Vol. 1, Washington, 1959, p. 313. 


mounts up to one-third of the officially declared taxable 
profits. 

Many loopholes are also contained in the system of 
taxation of individual large incomes. Let us refer in this 
connection to the earlier mentioned privilege of taxing 
incomes in the form of a preferential rate on capital gains: 
if these incomes were taxed at the ordinary rate, federal 
budget revenue in 1955 would increase, according to cal¬ 
culations of Professor Goode, by 10 per cent. 1 The bulk of 
the benefits from these tax concessions accrues to the receiv¬ 
ers of the biggest individual incomes: in families with the 
annual income of up to $5,000 the capital gain amounts to 
2 per cent; in families with an annual income from $50,000 
to $100,000, to 18 per cent and in families with an annual 
income of $1,000,000 and more, to 64 per cent of their total 
income. 2 


1 See Richard Goode, The Individual Income Tax, Washington, 
1964, p. 194. 

2 Calculated from data in Statistics of Income, Individual Income 
Tax Return, 1960. 
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Moreover, as a result of a number of officially permitted 
tax deductions, the Treasury Department loses about one- 
fourth of the individual income tax receipts. In the case of 
families with incomes of $500,000 annually and over, these 
deductions added up to 21.5 per cent of the gross income in 
1960, while in families in the lower income brackets (with 
an income of up to $3,000 annually) the deductions amount¬ 
ed to only 12.9 per cent of the gross income. 1 Professor 
Lampman, analysing different forms of tax loopholes, de¬ 
clares that the “income tax is full of rich man’s subsidies”. 2 

The development of various forms of tax concessions is 
gradually undermining the entire federal tax system, giving 
rise to the problem of so-called income tax base erosion. The 
extension of the network of loopholes reduces the efficiency 
of the entire fiscal mechanism since these processes, in the 
first place, curtail the basis of taxation, driving ever new 
breaches in it. Second, they widen the gap between the offi¬ 
cial and effective rates of taxation, thereby reducing to 
naught in a number of cases the system of progressive taxa¬ 
tion envisaged by law. The federal tax system is especially 
vulnerable in this sphere because it is based on a higher 
proportion of personal income taxation (as compared with 
the financial system of local governments and the national 
budgets of other capitalist countries). 

At the same time this process of erosion is gradually 
undermining the very principles of taxation, deepening 
property inequality and social injustice. The fiscal mecha¬ 
nism existing in the United States today is, less than ever 
before, based on the principle of equitable taxation of equal 
incomes. While those who receive modest incomes have to 
pay their taxes in full, in the 1960s 155 taxpayers with an 
income of more than $200,000 annually (among them 21 
with an annual income of more than $1,000,000) did not pay 
a single cent in taxes. 

Yet the taxation system is closely linked with the general 
system of the socio-political relations and this connection 
between them is two-sided. The structure of the existing 


1 Calculated from data in Statistics of Income , Individual Income 
Tax Return , 1960. 

2 Tax Revision Compendium, Vol. 3, Washington, 1959, p. 2243. 
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taxation system always reflects the dominant socio-political 
pattern of society. 1 At the same time the contradictions and 
conflicts engendered by such a redistribution of the national 
income through the channels of the financial system which 
increases property and social inequality, in turn, actively 
influences the course of the socio-political movements devel¬ 
oping in the country. The steady growth of the tax burden, 
coupled with the extension of the maze of tax loopholes 
utilised by Big Business, inevitably increases tensions within 
the economic and social system of contemporary capitalism. 


1 A number of interesting views on this question are voiced in an 
article by J. Schumpeter “The Crisis of the Tax State", International 
Economic Papers, No. 4, 1954. 









“THE PURE THEORY” OF PUBLIC FINANCE: 
A CRITICAL ANALYSIS 


Ever since the Great Depression of 1929-1933 the centre 
of emphasis in the theories and practices of economic regu¬ 
lation has gradually been shifted from measures of mone¬ 
tary policy to operations in the sphere of public finance. This 
is a reflection of definite structural changes in the develop¬ 
ment of the capitalist economy. Expansion of the economic 
functions of the government and the effecting of numerous 
state-monopoly measures presupposed a sharp rise in the 
share of the national income going into the channels of 
public finance. After a number of unsuccessful attempts to 
eliminate the Great Depression of the 1930s with the help 
of the policy of cheap money, faith in the possibility of 
influencing the course of economic growth through monetary 
policy was undermined. Keynesian concepts of economic 
regulation, widely disseminated during this period, were 
assigned a decisive part in operations in the sphere of gov¬ 
ernment finances. 

In the post-war period the discussion on the choice (and/or 
proper combination) of individual forms and methods of 
economic policy flared up with fresh force in Western eco¬ 
nomic literature. Today in almost all these discussions the 
financial operations of the state are regarded as a direct and 
efficient instrument and, in the opinion of some opponents 
of financial regulation, even “excessively powerful” (from 
viewpoint of the general proponents of the private 
enterprise economy) for influencing the economy. Of late. 
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budget policy has been attracting the particular attention 
of Western theoreticians in connection with mounting mili¬ 
tary expenditures and the need for financing an ever wider 
range of government measures to stimulate economic growth, 
accelerate the development of many sectors of economy and 
so on. 

A solution to a major question of financial theory, the 
optimal size of government consumption, has always been 
closely linked with the dominant general economic concept. 
Since the days of Adam Smith and David Ricardo an 
adverse attitude to big government spending has been 
quite firmly entrenched in Western economic literature. 
Exponents of the classical political economy emphasised the 
unproductive nature of government spending and assumed 
that in ordinary conditions it must be kept down to a 
minimum. 

The extensive spread of the microeconomic marginalistic 
theories, which imparted a universal nature to elementary 
relations of the purchase and sale of goods, also left a 
definite imprint on the development of financial science. 
The gradual ousting of the methods of study employed by 
classical political economy and the wide introduction of 
the apparatus of .microeconomic analysis ushered in a new 
approach to the problem of government spending. 

The category of “services” the government renders to the 
individual is gradually assuming a central place in finan¬ 
cial theory. The demand for these “services” is presented, 
according to the new financial concept, not by society as a 
single political and economic entity but by every member 
of society; in this connection the demand for governmental 
services from the very beginning is considered an individual 
demand. The relations between the consumer of government 
services and the state are analysed in accordance with the 
partial equilibrium method. Since government expenditures 
represent simply a specific form of goods, the nature of 
government spending is determined solely by the composi¬ 
tion of the effective demand of the population. 

This concept gained dominant positions in Western finan¬ 
cial literature at the end of the 19th and early 20th centu¬ 
ries. It was most consistently expounded in Germany by 
Friedrich von Wieser; Austria, Emil Sax; Italy, Maffeo 
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Pantalconi and de Viti de Marco; and in the Scandinavian 
countries, by K. Wicksell and Erik Lindahl. The proponents 
of this concept see, as one of its major advantages, that it 
makes possible the linking of the theory of public spending 
and taxation. Budget appropriations and taxes become one 
and the same act of exchange, the purchase and sale effected 
between the private buyer and the government. 

The central role in this transaction is played by the 
subjective evaluations of the utility of governmental spend¬ 
ing, on the one hand, and the similarly subjectively evalu¬ 
ated burden of tax payments, on the other. Thus in their 
relations with the state, consumers are guided by the same 
principles as in buying other commodities in the market: 
they buy the services only so long as the marginal utility of 
these services still exceeds the marginal disutility (subjec¬ 
tive burden) of the paid taxes. If the further development of 
the transaction proves disadvantageous for the taxpayer 
he refuses to shoulder the additional expenses of the state. 
Given such a premise, the precondition for the optimum 
financial activity of the government is the equal valuation 
by every consumer of the marginal utility of government 
services and the marginal utility of the money paid in 
the form of taxes. Provided this condition is observed 
the sum of the budget expenditure can ensure the maximum 
utility of the services from the point of view of the popula¬ 
tion. 1 

With such an approach, the financial activity of the 
state does not enter into contradiction with the processes 
of price formation on other markets: on the contrary, it 
fully meets the requirements of commercial accounting and 
forms an important component of the entire market mecha¬ 
nism. 

In the financial literature of Anglo-Saxon countries, 
“most of their ideas about the subject, and even their pre¬ 
judices,” as John Maynard Keynes pointed out, “are trace¬ 
able to the contact they have enjoyed with the writings 
and lectures of the two economists who have chiefly influ¬ 
enced Cambridge thought for the past fifty years, Dr. 


1 One of the first models of this type is given in the work of Erik 
Lindahl, Die Gerechtigkeit der Besteuerung, Lund, Gleerug, 1919. 
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Marshall and Professor Pigou .” 1 After the publication of the 
Principles of Economics by A. Marshall and especially 
Economics of Welfare by A. Pigou, the academic theory 
began to link the financial activity of the state above all 
with the effect which Marshall designated as “external 
economy or diseconomy”. 

The substance of this effect can be expressed as follows: 
in real economic life the production (or consumption) of 
one or another commodity within the bounds of one firm 
often exerts an essential influence on the nature of produc¬ 
tion functions of other firms (or correspondingly on the 
utility of commodities purchased by other consumers). In 
conditions of the dominance of private property such an 
interdependence inevitably assumes the form of an external 
economy (or diseconomy). The existence of this effect can 
undermine the conditions of “normal” competition. From 
this follows, as assumed by the proponents of these concepts, 
the need for financing governmental activity aimed at reg¬ 
ulating the “external” conditions of production and con¬ 
sumption. 

In modern economic literature we can find the most 
diverse schemes in which the financial operations of the 
state are deduced from the existence of one or another 
externality as well as numerous interpretations of govern¬ 
ment spending which link it first of all with the socio¬ 
political functions of the state. Any attempt to classify all 
these schemes and describe their approach to the question 
of the optimal level of government spending would lead us 
far beyond the bounds of the present chapter. Therefore we 
shall confine ourselves to a brief discussion of one of the 
presently most widespread and influential theories—the so- 
called “pure theory of public finance”. 

1. “PURE THEORY OF PUBLIC EXPENDITURE”: 

MAIN IDEAS 

The pure theory of public expenditure was first expounded 
in a consistent form in the 1950s in three articles by Pro- 


1 John M. Keynes, Preface in M. E. Robinson, Public Finance, New 
York. 1922. D. VI. 
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fessor Samuelson. 1 In the subsequent period the pure theory 
of public expenditure gained wide renown in Western 
economic and financial literature; it is part and parcel of 
courses on the theory of public finance. 2 

The “pure theory of public expenditure” fully preserves 
the category of governmental services but emphasises the 
specific forms of the consumption of these services. For this 
a special theoretical construction is introduced, the concept 
of the “public good”. The main feature, distinguishing a 
public good from a private one, is that consumption of a 
public good by a member of society does not entail any harm 
for other persons, the scale of their consumption remaining 
unchanged. 

It is not difficult to see that when a good possesses such 
properties all usual principles of commercial activity simply 
lose their meaning. Let us, for example, turn to the usual 
technique of the microeconomic theory, a comparison of 
the marginal rates of substitution in the production of goods. 
In elementary models of perfect competition it is assumed 
that in the production of a given assortment of goods an 
equilibrium and simultaneously an optimal use of resources 
is achieved at that point where the marginal rate of substi¬ 
tution of any pair of resources in the production of any 
pair of goods is equal. 3 But as soon as a public good is in¬ 
cluded, the conditions of equilibrium essentially change: 


1 Paul A. Samuelson, “The Pure Theory of Public Expenditure”, 
Review of Economics and Statistics , Vol. XXXVI, No. 4, November 
1954, pp. 387-89; Paul A. Samuelson, “Diagrammatic Exposition of a 
Theory of Public Expenditure”, Review of Economics and Statistics, 
Vol. XXXVII, No. 4, November 1955, pp. 350-56; Paul A. Samuelson, 
“Aspects of Public Expenditure Theories”, Review of Economics and 
Statistics, Vol. XL, No. 4, November 1958, pp. 332-38; and also Paul 
A. Samuelson, “Pure Theory of Public Expenditure and Taxation", 
Public Economics. An Analysis of Public Production and Consumption 
and Their Relations to the Private Sectors. Proceedings of a Conference 
Held by the International Economic Association, London, 1969, 
pp. 98-123. 

2 See, for example, Richard A. Musgrave, The Theory of Public 
Finance. A Study in Public Economy, pp. 61-89. 

3 For a description of such models and conditions for the achieve¬ 
ment of an equilibrium see Samuel Karlin, Mathematical Methods and 
Theory in Games, Programming and Economics, Addison-Wesley 
Publishing Co., Inc., Palo Alto, Mass., London, 1959. 
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the marginal rates of substitution of private resources in 
the production of private goods, as before, must be equal to 
the marginal rates of substitution of private resources in the 
production of public goods. But substitution between the 
public and private resources is regulated by entirely different 
interrelations. Let us assume, however, that these conditions 
are met. Then a more general question arises, namely, the 
criteria for the choice between public and private goods, 
and, together with this, the distribution of private goods 
among members of society. It can be demonstrated that 
there is a set of solutions which satisfy the criterion of opti¬ 
mality usually employed in microeconomic models (the 
Pareto criterion). 1 To choose from this abundance of alter¬ 
native decisions the best one, it is necessary to introduce 
into the model a macroeconomic choice function or, follow¬ 
ing the terminology accepted in Western economic litera¬ 
ture, the “social welfare function”. The entire presentation 
of this problem in essence differs little from the presenta¬ 
tion of other problems in the welfare theory—the ensuring 
of maximum utility of public goods with a simultaneous 
minimising of the burden of tax payments. 

The usual market operations in this system are inade¬ 
quate even for achieving the Pareto optimum. As soon as 
public goods are introduced into the model the former me¬ 
chanism of marginal analysis and equalisation of marginal 
rates of substitution is undermined. 

In ordinary models supply of an additional good pre¬ 
supposes some cost of its production. In a model which 
includes a public good everything is different: as long as 
such a good is already produced the increase in the number 
of its consumers is not linked theoretically with any addi¬ 
tional expenditures and so the marginal costs, and conse¬ 
quently, the prices may be equal to zero. Therefore, even 
some of those authors who energetically defend the princi¬ 
ples of private enterprise and the “sovereignty” of individ¬ 
ual needs, note that the efficient management requires 
other, non-market, methods of satisfying the individual needs 


1 A detailed exposition of these problems in a formalised way can 
be found in Paul Samuelson’s latest work mentioned above which was 
issued in 1969. 


8—62 
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in goods possessing the properties of a public good. This, 
in turn, may give rise to the necessity of government finan¬ 
cial activity. 


2. THE PURE THEORY OF PUBLIC FINANCE: 

AN ANALYSIS OF SOME PREMISES 

The extensive dissemination of the “pure theory of 
public finance” in Western economic literature in recent 
years is quite indicative. The marginalist methods were 
utilised until recently only for an analysis of market trans¬ 
actions between owners of private goods. But the develop¬ 
ment of the scientific and technological revolution and the 
attendant progress in technoeconomic and social interdepen¬ 
dence demonstrate, with increasing clarity, the limited pos¬ 
sibilities of private capitalist enterprise. The role played by 
fundamental theoretical studies in the natural sciences, for 
example, is sharply rising. But the results of such research, 
which often demands considerable expenditures, cannot 
serve as the object of an ordinary purchase-and-sale trans¬ 
action: these results sooner possess the properties of a 
“public” rather than a private good. As Marx once re¬ 
marked, the discovered natural law cost never a penny . 1 

Much of what has been said applies, as pointed out ear¬ 
lier, also to the flow of general technical, economic and 
other information. Can information about the movement of 
air masses, obtained with the help of space vehicles or the 
weather forecasts elaborated on this basis, serve only as 
the object of private market transactions? 

In a number of cases personal consumption, too, acquires 
features which are not intrinsic in ordinary individual con¬ 
sumption. For example, as soon as at least one man begins 
to “consume” radio and TV programmes, any neighbour 
who has his own set can receive the same programmes free 
of charge. The forms of acquisition of such services already 
do not coincide (or at least only partly coincide) with usual 
purchase-and-sale operations. At the same time, as applied 
to them, the principles of private capitalist economic activity 

1 Karl Marx, Capital, Vol. I, Moscow, 19G9, p. 386. 
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lose their meaning; a need arises in other measures (criteria) 
and forms of distribution of society’s resources. 

The conversion of a public good into an object of study 
has one more quite important aspect. The goods, which 
could to the utmost degree satisfy the theoretical definition 
of a public good, could be, for example, pure air, pure 
water, sufficiently large tracts of forests and parks, and so 
on. So far the quantity of some of these resources were not 
strictly limited. So, in accordance with the usual concepts 
of non-Marxist economic theory, they generally cannot be 
regarded as an “economic good”. But the numerous works, 
published in recent years on the problem of cities, demon¬ 
strate that questions of the pollution of the atmosphere and 
water reservoirs, the impermissible level of noise, the ra¬ 
pacious use of land, the disposal of the products of disin¬ 
tegration and combustion, and so on, constitute acute prob¬ 
lems in the development of modern soceity. Special (and 
often considerable) governmental expenditures are required 
to ensure the general physical conditions for the existence 
and development of society—pure air, drinkable water, land 
suitable for life, forest tracts and so on. 

In the pure theory of public expenditure, some of these 
problems are reflected in quite a peculiar form. At the 
same time the extension of this theory attests to a certain 
crisis in traditional microeconomic theory. As compared 
with the latter, the “pure theory of public expenditure” 
makes an essential step forward, admitting the inadequacy 
of private enterprise methods of operating the economy. 1 

That is why, alongside numerous models of perfect and 
oligopolistic competition, other sharply differing concepts 
arise. The new models at the very outset proceed from the 
need for definite state regulation in the supply of public 
goods, trying to find criteria of the efficiency of such reg¬ 
ulation and specifically to establish the optimal magnitude 
of government spending. 

It is characteristic that economists adhering to positions 


1 “No decentralized pricing system can serve to determine opti¬ 
mally these levels of collective consumption” (Paul Samuelson, “1 he 
Pure Theory of Public Expenditure”, Review of Economics and Statis¬ 
tics, Vol. XXXVI, No. 4, November 1954, p. 388. 
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of the unrestricted market economy, at once have perceived 
in the new theory a threat to the fundamental principles 
of the capitalist economy. Any attempt to replace market 
processes by state regulation “would necessitate”, an oppo¬ 
nent of Samuelson writes, “a direct frontal attack on a 
vital institution of capitalism—the productivity principle as 
a basis for income distribution. This principle cannot be 
scrapped without a social revolution .” 1 

It is indicative that in subsequent articles on this prob¬ 
lem Samuelson hastened to make a reservation, assuring 
his opponents that he by no means is the proponent of a 
fully state-directed development of the economy. 

For all the ambiguity of the described models, the formal 
methods of study employed in them are of definite interest. 
Some methods of such analysis can be utilised (naturally 
given a critical analysis of their genuine economic content), 
for the purpose of illustrating interrelations arising in the 
most general theoretical models of a national economic 
optimum. 

At the same time any attempt to go beyond the bounds 
of the general conclusions and to lead the “pure theory of 
public expenditure” to any practical conclusions, inevitably 
brings out the internal weaknesses of this concept. 

Complications arise from the very beginning—from the 
moment the category of a public good is introduced. The 
point is that the overwhelming majority of goods and ser¬ 
vices provided by governmental spending actually do not 
satisfy (or in any case satisfy to an insufficient degree) the 
general terms of the model. Thus, transfer payments (pen¬ 
sions, benefits and others) cannot be included among them 
in general. As for other governmental expenditures, they, 
as a rule, have sufficiently narrow limits of effective func¬ 
tioning and do not permit an unlimited increase in the 
number of consumers. Therefore a public good actually 
turns out to be an abstract theoretical concept which only in 
very rare cases can be adequately reflected in reality. After 
the publication of Samuelson’s first article critical remarks 


1 Julius Margolis, “A Comment on the Pure Theory of Public 
Expenditure”, Review of Economics and Statistics, Vol. XXXVII, No. 4, 
November 1955, pp. 348-49. 
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were immediately forthcoming which pointed to the artifi¬ 
ciality of such a theoretical construction as a public good . 1 
Noting that “very few pure public goods exist”, some 
authors concluded “that the theory based on the concept 
therefore has very limited applicability ”. 2 

In subsequent articles Samuelson partly admitted the 
complete conventionality of the mechanical division of 
goods into public and private categories. At the same time, 
replying to his opponents, he voiced a fully grounded 
thought: a private good, which plays such an important 
role in models of perfect competition, is also quite rarely 
met in pure form in practical life. Somewhat softening 
former conclusions, Samuelson proposed that the properties 
of public and private goods be regarded as some kind of 
“opposite poles” in the total diverse spectrum of goods and 
services. 

Such an approach undoubtedly makes the theory under 
examination somewhat more realistic. But its link with the 
theory of public finance is consequently eroded and the 
practical conclusions from this concept are even more shaky. 
If in every good we can find the properties inherent in a 
private good and at the same time the properties of a public 
good, why then is a consumer able (and, as assumed by the 
traditional microeconomic theory, must) buy some goods in 
the market, while he has to receive others in the form 
of governmental services? When can a good be regarded 
as primarily public and where is the divide, beyond which 
the intervention of the state in the processes of production 
and distribution of a good becomes an economic necessity? 

Demonstrating the impossibility of ensuring public goods 
on the basis of voluntary private economic transactions, the 
new concept of government spending signified an evident 
step forward as compared with the earlier mentioned inter¬ 
pretation of financial operations as acts of voluntary ex- 


1 See, for example, Stephan Enke, “More on the Misuse of Mathe¬ 
matics in Economics: a Rejoinder”, Review of Economics and Statistics, 
Vol. XXVII, No. 2, May 1955, p. 132. 

2 Albert Breton, “A Theory of the Demand for Public Goods”, 
The Canadian Journal of Economics and Political Sciences, Vol. XXXII, 
No. 4, November I960, p. 458. 
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change. “Much of what goes by the name of the ‘voluntary 
exchange theory of public finance’ seems pure obfuscation,” 
Samuelson remarks . 1 

But casting aside former concepts and going over from 
primitive equilibrium models to an optimisation model, the 
“pure theory” in general prefers to avoid questions con¬ 
nected with the characteristic of the concrete mechanism 
which ensures the maximum production and distribution of 
public goods. The main information which can be gained 
from these models does not go beyond the bounds of a pe¬ 
culiar “collective Robinsonade”: the initial premises assume 
the existence of a number of rational consumers and a defi¬ 
nite stock of production resources. The whole point is limited 
to this. 

As for processes which characterise the mechanism of the 
functioning of the system itself, its economic and political 
structures, they are completely ignored. To achieve an 
optimum within the bounds of the model it is only neces¬ 
sary that the government possess sufficient information, first, 
about the social welfare function and, second, about the 
system of preferences of society’s every member (the individ¬ 
ual consumer appears in this model, according to Samuel¬ 
son, as a parametrically decentralised bureaucrat). Moreover, 
the question does not arise, that the government may pur¬ 
sue some tasks which do not coincide with one definite solu¬ 
tion of the system. At such a level of abstraction the initial 
premises of the model resemble, as G. Colm caustically 
remarks, “the marriage between the ghost of the long-time 
buried homo economicus with an equally sterile mulier 
politico ”. 2 The paucity of the initial premises inevitably 
imparts to the conclusions of the “pure theory” an excessiv¬ 
ely general and in a number of cases rather arbitrary 
character. 

Former theories presupposed that, if prior to effecting 
governmental financial operations some kind of a “fair” 


1 Paul A. Samuelson, “Diagrammatic Exposition of a Theory of 
Public Expenditure”, Review of Economics and Statistics, Vol. XXXVII, 
No 4, November 1955, p. 355. 

2 Gerhard Colm, “Comments on Samuelson’s Theory of Public 
Finance”, Review of Economics and Statistics, Vol. XXXVIII, No. 4, 
November 1956, p. 409. 
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distribution of personal incomes had been achieved, govern¬ 
ment spending (and the respective tax collections) would 
not be able to impair it. The “pure theory” has elaborated 
an apparatus which makes it possible to demonstrate evi¬ 
dently the untenability of such assertions. Distribution and 
redistribution of incomes (effected either directly in the form 
of a change in money payments or transition to a new 
structure of prices) represent for the “pure theory” one of 
the important aspects of the optimisation process itself. 1 But 
the extremely abstract nature of the model permits of no 
answer to the question, how in practice to redistribute the 
national income and what sections of the population are 
interested in one or another government expenditure. The 
“pure theory” in fact also avoids these questions, imparting 
to the entire problem a strictly normative nature, and 
simply relegates it to another sphere—the sphere of analy¬ 
sis of the social welfare function. However not only the 
practical elaboration but even the most general theoretical 
definition of the social welfare function encounters exceed¬ 
ingly serious difficulties. 

There is just as little clarity on the question, how a gov¬ 
ernment can obtain information about the system of indi¬ 
vidual preferences. The point is that because of the specific 
properties of a public good the process of “revealing pref¬ 
erences” in the course of market exchange becomes impos¬ 
sible. At the same time, here, the ordinary methods of poll¬ 
ing the consumers cannot be successful. 

Since every consumer in any case can obtain an equal 
share of a public good, it is to his benefit to minimise his 
needs (and correspondingly, the money evaluation of this 
good). After all, these evaluations must be taken into ac- 


1 Thus, in the examined model there existed, as pointed out earlier, 
a whole area of solutions, each of which ensures an improvement in 
the welfare of one group of consumers, without worsening the position 
of other groups. A stricter formulation of the problem makes it possible 
to show that within the limits of such models, determination of the 
optimal size and structure of the product and distribution of incomes 
represent two sides of one and the same process. This is especially seen 
in the study of the system of differential equations in an analogous 
model of R. Strotz (see Robert H. Strotz, “Two Propositions Related 
to Public Goods”, Review of Economics and Statistics, Vol. XL, No. 4, 
November 1958, pp. 329-31). 
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count, in one or another way, in distributing the burden of 
taxation and there is every reason for assuming that the 
biggest contribution will have to be made by those 
groups of the population whose revealed needs are more 
urgent. 

These features impart to the “pure theory of public ex¬ 
penditure” the nature of an insufficiently elaborated formal 
hypothesis. Notwithstanding Samuelson’s two repeated at¬ 
tempts at explaining his concept the “pure theory” “is still 
. .. something of an enigma to most economists, though it 
is nevertheless felt to be of considerable importance”, one 
of the active proponents of this theory admits . 1 

3. MECHANISM OF CHOICE OF PUBLIC GOODS 

We already pointed earlier to one of the most vulnerable 
points in the pure theory of public finance. This theory 
essentially goes beyond the bounds of the examined models 
in the solution of any essential socio-economic problems: 
their “strictly scientific” solution is fully dependent on the 
social welfare function and the latter, as Western authors 
unanimously admit, belongs among the least elaborated cat¬ 
egories of economic theory. 

That is why some economists are trying to save the 
model of the “pure theory of public finance” along the 
following lines: the decisive role is assigned not to the 
social welfare function but to the political mechanism of 
decision-making. Thus, Professor Musgrave in his book, The 
Theory of Public Finance, states: “Political action is needed 
to translate individual preferences for social wants into a 
specific budget program. Since the responsible organs of 
government in a democratic society are the electorate and 
their representatives, budget determination by these respon¬ 
sible organs is determination through the democratic 
process .” 2 


1 J. C. Head, “Public Goods and Public Policy”, Public Finance, 
No. 3, 1968, pp. 197, 198. 

2 Richard A. Musgrave, The Theory of Public Finance. A Study in 
Public Economy, p. 87. 
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Thus, as can readily be seen, many formerly rejected 
premises about the “purchase” of public expenditures are 
again introduced. The role of ordinary competitive bids is 
performed here by the mechanism of voting and rivalry of 
different political groups and parties. 1 

In such an interpretation, the pure theory of public 
finance finally loses its reality. The entire complexity of the 
proposed mechanism of the social system is completely 
ignored. Let us refer merely to one of these problems—the 
problem of every taxpayer being sufficiently informed. 
Anthony Downs, the author of a number of works on the 
theory of the political process, characterises as follows the 
real state of affairs in this field: “It becomes harder and 
harder for even experts to keep well-informed on possible 
benefits to be gained from government policies. ... Society’s 
complexity demands more government action, but it also 
makes each field of action more remote from the ken of the 
average man. Faced with gigantic maze of government 
agencies, each grappling with incredibly intricate problems, 
a normal citizen ... wraps himself in a mantle of rational 
ignorance... .” 2 Moreover, it is because of the negligible 
influence exerted by individual consumers on the general 
policy of government spending that the consumer has no 
sufficient stimuli for accumulating such information. 

The nature of state power and the processes of central¬ 
ised administration are given an extremely primitive inter¬ 
pretation. W. Ehrlicher in his review of financial theories 
remarks on well-founded grounds: “Such theories have 
recently been reviving the former notion of ‘natural right’ 
stemming already from the idea of the social contract: the 


1 Lindahl already noted that the totality of individual preferences 
concerning one or another governmental activity could be adequately 
expressed in a system which assigns each political grouping equal rights 
and ensures the possibility for the practical exercise of these rights. 
In subsequent years, G. Myrdal and other economists demonstrated the 
inconsistent nature of such theoretical constructions (see, for example, 
Gunnar Myrdal, T he Political Element in the Development of Economic 
Theory, Cambridge, Mass., 1955, p. 182). 

2 Anthony Downs, “Why the Government Budget Is Too Small 
in a Democracy?” World Politics, A Quarterly Journal of Interna¬ 
tional Relations, Princeton University Press, Vol. XII, No. 4, July 
1960, pp. 561-62. 
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state is a result of individual efforts, its operations are de¬ 
termined by the members of society and the economy of the 
state is nothing else but a single economy among other (pri¬ 
vate) economies.” 1 Such notions cannot withstand criticism 
even from the viewpoint of the modern Western political 
science. Thus Anthony Downs, Fred Harding and other 
authors have shown that even given the full equality of 
political rights of voters, time and again situations arise 
when governmental policy does not reflect the real pref¬ 
erences of the population. 2 

The greatest objections, however, are naturally aroused 
by the too formal, non-social approach to the concept of 
democracy and the ignoring of the sharp contradictions which 
characterise the antagonistic political structure of contem¬ 
porary capitalism. 

The exacerbation of these contradictions is also reflected 
in the positions of “academic” financial science. One of the 
reports on public expenditure points out that the Western 
democracies show a tendency to be displayed in a system 
of corporative pressures which express only their own 
interests. 3 

Of definite interest in this respect is the interpretation 
of public expenditure in the concept of Albert Breton. 4 Like 
Musgrave, Breton seeks to develop the pure theory, linking 
the economic and political factors of determining govern¬ 
ment spending with factors of political influence and pushes 
to the background all the theoretical constructions connected 
with the social welfare function. 

Moreover, an analysis of the political factors is of a some¬ 
what more realistic nature: instead of general, declarative 
statements about ideal democracy there figures the activity 


1 W. Ehrlicher, “Finanzwissenschaft”, Kompendium der Volkwirt- 
schaftslehre, 2. Band, Gottingen, 1968, S. 364. 

2 See Anthony Downs, An Economic Theory of Democracy, New 
York, 1957; Fred 0. Harding, Politisches Modell zur Wirtschaftstheorie. 
Theorie der Beslimmungsfaktoren finanzwirtschaf dicker Staatstatigkeit, 
Freiburg, 1959. 

3 W. Drees, “Efficiency in Government Spending. General Report”, 
The Public Finance Nos. 1-2, 1967, p. 9. 

4 See Albert Breton, “A Theory of the Demand for Public Goods”, 
The Canadian Journal of Economics and Political Sciences, 
Vol. XXXII, No. 4, November 1966. 
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of political groups, which could unite to represent common 
interests, engage in lobbying, organise representations and 
demonstrations, bring pressure to bear on senators and 
congressmen, organise protests, send their statements to the 
appropriate organisations, render financial and other sup¬ 
port to political action groups and also employ many other 
means. A mere enumeration of these means could serve as 
a good commentary on the “idyllic” schemes for determin¬ 
ing the range of public goods in conditions of some kind of 
an “abstract perfect democracy”. 

Efforts to take into consideration the influence of differ¬ 
ent political groups with the aid of elementary equilibrium 
models lead Breton to the conclusion that the scale and 
composition of government spending in conditions in which 
the equilibrium is being formed, will ultimately reflect not 
so much the system of society’s ethical values as the con¬ 
centration of political power in the hands of one or another 
group of the population. 

At the same time it should be noted that Breton’s argu¬ 
ments are too general in nature. For example, he enumerates 
the various instruments of political pressure accessible in 
fact only to Big Business. But he carefully avoids any con¬ 
crete answer to the question, what class forces and social 
groups directly influence the mechanism which determines 
government appropriations. Yet Breton’s conclusions could 
acquire a more concrete content if he were to introduce into 
the model at least the most elementary terms that the ma¬ 
jority of the population has very limited, if any, access to 
pressure groups, lobby organisations, and so on, terms men¬ 
tioned in many works on political theory. 1 

An analysis of the models of decision-making within the 
bounds of the pure theory of public finance leads to the 
conclusion that all efforts to solve the problem of the opti¬ 
mal size of a budget, proceeding from the premises of so- 
called “ideal democracy”, are characterised by deep inner 
contradictions. Borrowing premises of atomistic models of 
perfect competition and equilibrium models of self-regula¬ 
tion, the authors of the models apply these premises to a 


1 See, for example, E. Schattschneidery, The Semisovereign People. 
A Realist’s View on Democracy in America, New York, 1961. 
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characteristic of a fundamentally different social process 
which develops as a negation of former commercial opera¬ 
tions and goes beyond the bounds of the ordinary market 
equilibrium. 

* * * 

The pure theory of public expenditure from the very 
beginning was constructed as an abstract model, proceeding 
from a number of purely formal premises and hypotheses. 
Not one of its subsequent interpretations has succeeded in 
linking this concept with the real policy of governmental 
appropriations. It is not by chance that immediately after 
the publication of Samuelson’s first article, Stephan Enke, 
an American economist, noted: “One might expect that an 
article on public expenditure (however ‘pure’) might throw 
out a few hints to responsible government officials (or at 
least to the economists on their staff) on how policy impli¬ 
cations (if any) might conceivably be derived. Not to do 
so is to imply that there will be none.” 1 Many West Euro¬ 
pean economists assessed the possibilities for the practical 
application of this theory in a similarly sceptical vein. Thus, 
K. Hauser, Professor of Frankfurt University, the Federal 
Republic of Germany, remarks: “For such an imposing 
integrity and completeness of this theory a high price has 
to be paid because the theory obtained in this way is 
extremely impractical and is as good as unsuitable for the 
solution of real problems.” 2 

Thus far, all the interpretations of the pure theory of 
government expenditure and the practical financial policy 
are divided by a deep abyss. Among the numerous theoreti¬ 
cal models of government spending it is impossible to find 
one which could concretely show the optimum size and 
structure of appropriations for the given conditions or, at 
least, the tendencies of their development. As for the mod¬ 
els of an optimum budget which gained currency recently, 
they are abstract and schematic to the utmost—that is why 


1 Stephan Enke, Op. cit., p. 133. 

2 K, Hauser, fiber Ansdtze zur Theorie der Staatsausgaben. Beitrage 
zur ‘Iheorie der offentlichen Ausgaben von Clemens-August Andreae, 
Berlin, 1967, S. 48. 
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such models simply cannot be utilised in the real processes 
of planning and allocating budget appropriations. 1 

Such a gap between the theory and practice of govern¬ 
ment financial policy cannot be considered accidental. Rele¬ 
gating to the background a concrete socio-economic study 
of tendencies and processes which characterise the devel¬ 
opment of capitalism’s financial system and seeking only 
to construct the “most general” deductive theories, Western 
financial theory thereby develops first of all formal, logical 
methods of analysis which are divorced from a penetrating 
institutional and other studies. 

These features in the evolution of the theory of finance 
are widely utilised for apologetic purposes by the defenders 
of the aggressive imperialist policy. From the viewpoint of 
the pure theory of public finance, the difference between 
appropriations for the intensification of the arms race and, 
say, expenses for improving the medical service system 
may be inessential. Utilising the extremely abstract na¬ 
ture of such a category as the social welfare function or 
replacing the antagonistic political structure of contempo¬ 
rary capitalist society by models of “ideal democracy”, a 
number of economists are trying to portray appropriations 
for an aggressive policy as financing some kind of an “opti¬ 
mum range” of public goods. It is clear that vulgar concepts 
of this kind actually conceal the mounting social conflicts 
within capitalist society, the exacerbation of the contradic¬ 
tion between the government’s policy, effected in the inter¬ 
ests of the military-industrial complex, and the vital inter¬ 
ests of the working people. 


1 “Major allocative decisions involve such questions as, should 
more resources be employed in national security in the future, or in 
national health programs, or in preservation and development of natural 
resources, etc.? .. .In the main, the analytical tools now available— 
particularly the quantitative ones—are just not very helpful in dealing 
direcly with such problems. Intuition and judgment are paramount.” 
(G. Fisher, “The Role of Cost-Utility Analysis and Program Budget¬ 
ing”, Program Budgeting, Washington, 1965, p. 35. 













CHAPTER V 


PUBLIC DEBT AND MONETARY SYSTEM 


The problems of raising additional funds in the money 
and capital markets to cover the excess of budget expen¬ 
ditures over receipts occupies an important place in the 
fiscal strategy of the US Government. The problem became 
very acute during the Second World War when the US 
public debt annually increased by tens of thousands of mil- 
ions of dollars. After the war there appeared a new prob¬ 
lem of managing the huge debt. At the same time the 
chronic deficit of the federal budget, which was largely due 
to preserving military spending at a high level made im¬ 
possible any substantial reduction of the government debt. 
At the beginning of June 1972, the total amount of federal 
securities outstanding reached an all-time peak in the history 
of US public finance—$427,300 million. Together with the 
issues of government agencies the debt outstanding amounted 
to $438,200 million. On March 17, 1971, the US Congress 
enacted Public Law 92-5, which raised the statutory feder¬ 
al debt limit to $400,000 million and the temporary limit 
(up to October 1972) by another $30,000 million. Then the 
temporary maximum limit was raised by another $20,000 
million, i.e., to $450,000 million. 1 This is more than 40 per 
cent above the record figure reached during the Second 
World War. 


1 'Treasury Bulletin, August 1972, pp. 22, 28. 
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T he practice of lixing the maximum volume of the federal 
debt was introduced in the United States in 1917 on the 
basis of the Second Liberty Bond Act. 1 

The purpose of fixing a debt limit was to give to the 
legislative authority means of control over the total bor¬ 
rowings of the government. But gradually this procedure 
became a mere formality. This was clearly revealed during 
the last 15 years when Congress almost automatically satis¬ 
fied all the requests of the Treasury to raise the federal debt 
limit. During this period the limit was increased 17 times, 
following the steady growth of the federal debt. 

The increase of the public debt in the USA indicates the 
serious financial difficulties faced by the federal authorities. 
Although the long-term historical tendency, outlined earlier, 
consists in the increase of the tax rates, as a result of which 
an ever growing share of the national income was placed 
at the disposal of the government, the revenue failed to 
keep pace with expenditure. The point is that at any time 
the possibility of mobilising part of the money income into 
the budget through the tax channels is limited by a number 
of economic and social factors. Tax increases reduce the 
purchasing power of the population and exacerbate the most 
“painful” problem of capitalism, that of marketing the pro¬ 
duced goods. At the same time, the tax burden, shifted chiefly 
onto the population in the lower brackets, is a constant 
source of social conflicts and growing intensity of the class 
struggle. That is why a substantial (and in some periods 
even the bigger) part of the expenditure has to be financed 
by the government in a more costly way, by the issue of 
securities and their sale in the money and capital 
markets. 

Table V-I shows that the present federal debt is a prod¬ 
uct of Treasury operations carried out over a long period 
of time. 

The First World War increased the federal debt by more 
than eight times. Budget revenue covered only part of the 
tremendous military expenditure. The deficit reached up to 
70 per cent of the expenditure. After the end of the war 


1 Until then Congress instructed the Treasury as to the type of 
securities, the sum and terms of each separate issue. 
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Table V-l 


Federal Debt of the USA, 1917-1972 
(million dollars) 


End of fiscal year 

Total outstanding 

Increase (+) 
or decrease (-) 

1917 

2,976 


1919 

25,482 

+ 22,506 

1929 

16,931 

— 8,551 

1939 

40,440 

+ 23,509 

1946 

269,422 

+228,982 

1950 

257,367 

— 12,065 

1955 

274,374 

+ 17,017 

1960 

286,331 

+ 11,957 

1965 

317,274 

+ 30,943 

1970 

370,919 

+ 53,645 

1972 

427,260 

+ 56,341 


Sources: Historical Statistics of the United States, Treasury Bul¬ 
letin, August 1972, p. 22. 


the debt was reduced ($16,900 million) as a result of the 
relatively stable economic activity. 

The Great Depression of 1929-1933 marked a kind of a 
turning point in the history of US public finance. A deficit 
has become a regular feature of the budget since the 1931 
fiscal year and there has been, since then, a chronic imbal¬ 
ance of the federal budget in non-war years. Although the 
budget deficit of that period was largely determined by 
uncontrolled economic factors (specifically, the sharp decrease 
in taxable incomes of the population and corporations), the 
government by its “anti-depression” actions initiated a 
policy of a “deliberately unbalanced” budget. We have 
referred in earlier chapters to a basic shift in the function 
of the capitalist state which changed the strategy and forms 
of economic policy. Perhaps in no other sphere has the shift 
been so pronounced as in governmental financial opera¬ 
tions. 1 Prior to the outbreak of the deep economic crisis in 


1 See Herbert Stein, The Fiscal Revolution in America, Chicago 
University Press, Chicago, London, 1969, chapters 2-4; Lewis H. Kim- 
mel, Federal Budget and Fiscal Policy, 1789-1958, The Brookings 
Institution, Washington, D.C., 1959, chapters III-IV. 
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the 1930s, the concept of “sound finance” and of an annually 
balanced budget dominated US academic circles, public 
opinion and governmental policy. US presidents, Coolidge 
(1923-1929) and Hoover (1929-1933), consistently supported 
the principles of a “cheap government” and a small public 
debt. Lewis Kimmel writes in his study of the historical 
aspects of fiscal policy that “when the depression began in 
1929, federal budget policy was firmly anchored to the idea 
that the budget should be balanced annually. A balanced 
budget was regarded as the principal test of sound fiscal 
management.” 1 

A sharp change in budgetary concepts and, accordingly, 
in the nature of governmental actions, occurred during 
the Administration of President Franklin Delano Roosevelt, 
although even before that time a number of US and 
West European authors voiced ideas justifying the viola¬ 
tion of “fiscal discipline” in conditions of deep depres¬ 
sion. 

The initial budgetary measures of the Roosevelt Admini¬ 
stration (1933-1934) and the “pump-priming” policy it 
conducted, had no consistent theoretical foundations. It was 
assumed that large budget appropriations for public works 
and other programmes were of strictly temporary nature. 
They were viewed as emergency measures which would be 
phased out with the economy’s transition to the stage of re¬ 
covery and growth. The budget appropriations for these 
purposes were called emergency expenditures which were 
placed in opposition to general expenditures. 

The situation, however, changed at the end of the 1930s 
after the publication of The General Theory of Employ¬ 
ment, Interest and Money (1936) by John Maynard Keynes 
and the works of Alvin Hansen, a leading defender of 
Keynesian ideas in the United States. The fiscal policy 
received justification within the limits of a more general 
theoretical concept. Popularity was gained by Hansen’s 
thesis on the capitalist economy’s tendency towards secular 
stagnation, and also by his notion of the governmental fiscal 
policy as the chief and, in fact, the only method for elimi- 


1 Lewis H. Kimmel, Op. cit, p. 143. 
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nating the chronic lack of effective demand. 1 According to 
John Williams, deficit spending gained recognition in aca¬ 
demic circles, and considerations of a balanced budget were 
relegated to the background in elaborating government 
measures. 2 

As a result of the chronic imbalance of the US budget in 
the 1930s the federal debt in the 1941 fiscal year was three 
times as large as in 1930. 

The public debt mounted tremendously during the Second 
World War. The screws of the taxation press were tightened 
to the utmost and even that, by far, did not cover war ex¬ 
penditures. The total budgetary deficit in the fiscal years 
between 1941 and 1946 reached $204,900 million. During 
this period the increase in the debt amounted to $220,500 
million. Governmental borrowings were the main method 
for financing the cost of the war. They covered, in some 
years, more than 50 per cent and in the 1943 fiscal year, 
more than 70 per cent of the budget expenditures. 

After the end of the Second World War, the size of the 
US budget deficit decreased. But instances of an excess of 
revenue over expenditure were merely episodic. The US 
budget is influenced to a decisive degree by the cyclical pro¬ 
cess of reproduction as well as by militarism and the arms 
race. 

The forms and operational principles of fiscal policy 
have changed in recent decades. Although the sharp increase 
in inflationary pressure has moderated the predilection for 
deficit financing, the release of the government from the 
duty to fit expenditures in the budget to the amount of tax 
collections, is now regarded as a prerequisite for a modern 
fiscal policy. 

A deliberately unbalanced budget serves as a practical 
expression of neo-Keynesian concepts of a “high-pressure 
economy” and “activism”, where big government spending 
is regarded as an indispensable stimulus for maintaining 
stable economic growth rates. The principles of a “free” 


1 Alvin H. Hansen, Fiscal Policy and Business Cycles, W. W. Norton, 
New York, 1941. 

2 John H. Williams, “Deficit Spending”, American Economic 
Review, Vol. XXX, No. 5, February 1941, pp. 52-56. 
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and flexible budgetary policy were revealed most clearly 
in the 1960s under the Kennedy and Johnson administra¬ 
tions. 

The influence exerted by professional economists on the 
process of government decision-making rose sharply during 
those years. Among President Kennedy’s closest advisers 
were such well-known proponents of “activism” and expan¬ 
sionist measures as John Galbraith and Seymour Harris of 
Harvard University, Paul Samuelson of the Massachusetts 
Institute of Technology and James Tobin of Yale Univer¬ 
sity. 

“The Kennedy economists,” Herbert Stein wrote, “like 
most American economists of 1960, believed that the chief 
economic problem of the country was to achieve and main¬ 
tain high and rapidly rising total output. That is, the prob¬ 
lem was full employment and economic growth. The keys 
to the management of that problem was fiscal policy and 
monetary policy, with fiscal policy being the senior partner 
in the combination. Full employment—or economic stabili¬ 
zation—and economic growth were the main objectives and 
guides of fiscal policy; budget-balancing was an irrele¬ 
vancy.” 1 

This brief historical survey shows that in conditions of 
the contemporary American economy a budget deficit is in 
effect a constant feature of federal finance. The result is 
that the government piles up a huge debt. 

Let us examine in greater detail the composition of the 
US public debt. All the issues of the US Treasury Depart¬ 
ment are divided into three big categories: 1) marketable 
securities; 2) nonmarketable securities; 3) special issues. 

Marketable securities can be freely bought and sold in 
the public securities market but cannot be presented for 
redemption prior to maturity. Nonmarketable securities 
cannot be sold or transferred by their original holders but, 
with some exceptions, can at any time be presented for 
redemption. 

Special issues are designated in each case for placement 
among definite government institutions and funds. They 
cannot be sold at the market either. 


3* 


1 Herbert Stein, Op. cit., p. 381. 
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T a b 1 e V-2 

Composition of the Public Debt in the USA 
(end of selected fiscal years, in ’000 million dollars) 



1938 

1946 

1950 

I960 

1972 

Marketable securities 

32.3 

189.6 

155.3 

183.8 

257.2 

Nonmarketable securities 

1.6 

56.2 

67.5 

54.5 

78.6 

Special issues 

2.7 

22.3 

32.4 

44.9 

89.6 

Others 

5.4 

1.8 

2.1 

3.1 

1.9 

Total amount of the public debt 

42.0 

269.9 

257.3 

286.3 

427.3 

Percentage of the marketable debt 






in the total 

76.9 

70.2 

60.4 

64.1 

60.2 


Source: Treasury Bulletin, various issues. 


The tendency to reduce the share of marketable securities 
and to increase the share of nonmarketable and special 
issues reflects the desire of the Treasury to utilise accumu¬ 
lations of different population groups and to extend to the 
utmost the number of holders of the public debt. Four- 
fifths of all the issues which do not circulate in the market 
are US savings bonds which are designated especially for 
small bondholders and savings institutions. 

Special issues are placed among government institutions, 
government pension and insurance trust funds. Their sum 
is steadily rising—$2,700 million in 1938; $32,400 million 
in 1950; $89,600 million in 1972. Large amounts are invested 
in government securities by federal employees pension funds, 
federal old-age insurance fund and other trust funds. So 
a considerable part of the money mobilised through the 
channels of the social security system are used for Treasury 
financing. 

The huge size of the US public debt extremely compli¬ 
cates the offering of the new issues of securities. The main 
difficulties are connected with the marketable part of the 
debt which is quite mobile and sensitive to changes in the 
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money market. Of interest in this connection is the change 
of the maturity distribution of the marketable part of the 
debt during the post-war years. 

T a b I e V-3 


Maturity Distribution and Average Length of Marketable 
Public Debt (1939-1972) 





Maturity classes 





End of 
fiscal 
year 

Amount 

outstand¬ 

ing 

within 

1 year 

1-5 

years 

5-10 

years 

10-20 

years 

20 

years 

and 

more 

Average length 



Sum 

at the end of the fiscal 
'000 million dollars 

/ear, 





32.8 

189.5 

4.3 

62.0 

9.3 

35.1 

8.8 

32.8 

jijlfjH 

1.5 

22.4 

no data 
7 years 

11 

months 

1955 

155.2 

49.7 

39.1 

34.3 

28.6 

3.5 

5 » 

10 

» 

1960 

183.8 

70.5 

72.8 

20.2 

12.6 

7.7 

4 » 

4 


1965 

208.7 

87.7 

56.2 

39.2 

8.4 

17.2 

5 » 

4 

) 

1972 

257.2 

121.9 

89.0 

26.9 


10.1 

3 » 

3 

» 


Percentage, distribution 


1939 

100.0 

12.7 

27.6 


29.3 

4.4 

1946 

100.0 

32.7 

18.5 

17.3 

19.7 

11.8 

1955 

100.0 

32.0 

25.2 

22.1 

18.4 

2.3 

ess 

100.0 

38.4 

39.6 

HE! 

6.8 

4.2 

1965 

100.0 

42.0 

26.9 

18.8 


8.3 

1972 

100.0 

47.4 

34.6 

10.5 

3.6 

3.9 


Source: Treasury Bulletin, various issues. 


At the end of the war the most mobile part of the debt 
(issues with a maturity up to one year) amounted to one- 
third of the entire debt. Subsequently their share continued 
to rise, reaching 47.4 per cent in 1972. The share of the 
next maturity group (1-5 years) has also been steadily 
rising. In 1972, the part of the debt subject to repayment 
in the next five years, exceeded four-fifths of the entire 
marketable debt (in 1946 it equaled one-half). On the whole 
the average length of the entire marketable public debt 
decreased in the post-war period from nearly 8 to 3 years 
and 3 months. 
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Such a shortening of the average maturity of indebted¬ 
ness created exceedingly difficult problems for the Trea¬ 
sury. The higher the share of the short-term issues the 
more often the need arises for “refinancing” (refund or roll¬ 
over), i.e., for redeeming the old issues by placing new se¬ 
curities on the market. This greatly hinders the manage¬ 
ment of the public debt, especially in view of the keen 
competition which has been existing in the capital market 
during the last twenty years. 

Since the 1950s, the Treasury has been unsuccessfully 
trying to change the composition of the debt, to raise the 
share of securities with a longer term to maturity. The re¬ 
port of the Commission on Money and Credit contains a 
special recommendation which requires “that we arrest the 
shortening of the outstanding publicly held marketable 
debt.... The Treasury should pursue a program which over 
a period of time would lead to a more balanced maturity 
structure for the debt.” 1 But the share of short-term issues 
continues to rise. The adverse consequences of this shift are 
felt not only by the Treasury: as a result of greater liquidity 
of the economy the possibilities for monetary and credit 
management are consequently hindered, particularly, the 
struggle against inflation. 

Many difficulties in respect to placing marketable issues 
are linked with the fact that the government, acting as a 
borrower in the money and capital markets, competes with 
numerous groups of private investors. The degree of this 
competition is particularly demonstrated by the comparative 
growth of the public and private debt. 

While in 1950 the federal debt approximately equalled 
the debt of the private sector, in 1971 the latter exceeded 
the amount of the federal debt almost four times. The re¬ 
sult was stiffer competition in the credit market. Moreover, 
the Treasury’s interest payments on the new issues are 
steadily increasing. 

Who are the holders of government securities? What 
changes occurred in the post-war period in the ownership 
of the federal debt? 


1 The Report of the Commission on Money and Credit , Prentice- 
Hall, Inc., Englewood Cliffs, N.J., 1961, p. 103. 





V. PUBLIC DEBT & MONETARY SYSTEM 


135 


T a b 1 e V-4 


Public and Private Debt in the USA, 1929-1971 

(in ’000 million dollars) 


End of 
year 

Total out¬ 
standing 

Public debt 

Private 

debt 

Total 

Federal* 

State and 
local 

Other 

1929 

214.4 

34.8 

17.5 

17.2 


179.6 

1939 

208.9 

70.1 

50.1 

20.0 

— 

138.9 

1945 

464.2 

309.2 

292.6 

16.6 

— 

155.0 

1950 

561.1 

290.6 

266.4 

24.2 

— 

270.5 

1960 

997.0 

372.1 

296.6 

72.0 

3.5 

624.9 

1965 

1,401.8 

442.7 

330.7 

103.1 

8.9 

959.1 

1970 

2,104.3 

591.5 

401.6 

151.1 

38.8 

1,512.9 

1971 

2,276.2 

646.7 

435.2 

171.7 

39.8 

1,629.6 


* As o! the end of calendar year. 

Source: Survey of Current Business, September 1957, May 1969, 
May 1972. 


An answer to this question is given in Table V-5. 

It is interesting to point to the steady rise in the share 
of the federal debt distributed among government agencies, 
government pension and insurance trust funds and Federal 
Reserve Banks. In 1946 this group accounted for 17.5 per 
cent of the debt, whereas in 1972 it increased to 42.8 per 
cent. An especially noticeable change occurred in the last 
decade when the security holdings of these institutions 
doubled. Changes of the securities portfolio with each of the 
two main categories of this group influence the economy in 
different ways. Particularly adverse effects result from the 
purchase of government securities by the Federal Reserve 
Banks. This point will be examined in greater detail 
later on. 

Essential shifts have also occurred among the groups of 
private investors. The part of the debt held by credit institu¬ 
tions has been reduced. 1 


1 It should be noted that in the rapidly expanding group of other 
investors there are concealed such financial institutions as savings and 
loan associations, corporate pension trust funds, dealers and brokers. 
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Table V-5 


Distribution of the Public Debt by Classes of Investors 
(in ’000 million dollars) 


Holders of securities 

1946 

I I960 

1972 

amount 

per 

cent 

amount 

per 

cent 

amount 

per 

cent 

Official Institutions 

US Government agencies 
and trust funds 

Federal Reserve Banks 

27.4 

23.4 

10.6 

9.0 

1 

■ 

111.5 
71 .4 

26.1 

16.7 

Total 

50.8 

19.6 

82.5 

28.4 

182.9 

42.8 

Private Investors 

Commercial banks 

Mutual savings banks 
Insurance companies 
Corporations 

State and local govern¬ 
ments 

Individuals 

Foreign and international 
Other investors 

74.5 

11.8 

24.9 

15.3 

6.3 
64.2 

2.1 

9.3 

28.8 

4.5 

9.5 
5.9 

2.4 

24.8 

0.8 

3.6 

62.1 

6.3 

11.9 

19.7 

18.7 
65.0 
13.0 
11.2 

21.4 
2.2 
4.1 
6.8 

6.4 

22.4 

4.5 
3.8 

59.9 

2.7 

6.2 

10.4 

21.8 

77.8 

50.0 

16.7 

14.0 

0.6 

1.4 

2.4 

5.1 

18.2 

11.7 

3.8 

Total 

208.3 

80.4 

207.9 



57.2 

Total public debt out¬ 
standing 

259.1 

100.0 

290.4 

100.0 

427.3 

100.0 


Note : The holdings of commercial banks do not include securities 
kept in their trust departments. The figures for all years are as of 
December, for 1972 as of June. 

Sources: Federal Reserve Bulletin, February 1963, p. 264; August 
1972, p. A 44. 


Federal securities holdings of state and local governments 
are steadily rising. Lastly, in recent years the share of the 
federal debt distributed among foreign investors has sharply 
increased. 
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Between 1960 and 1969, the total amount of US govern¬ 
ment securities held by foreigners fluctuated around $11,GOO- 
17,000 million. But in recent years foreign security holdings 
more than trebled. By mid-1972 foreigners held US 
government securities for $50,000 million, which amounted 
to 11.7 per cent of the entire federal debt. 

It sounds as a paradox that the increase in US govern¬ 
ment securities held abroad is connected with the massive 
“flight from the dollar” which started in 1970-1971 due to 
fear of its devaluation. The chronic deficit in the US balance 
of payments and the depreciation of the dollar in the US 
domestic market prompted foreign dollar holders to “switch 
over” to other, relatively more stable currencies. But the 
central banks, tied to the International Monetary Fund 
through the system of foreign exchange parties, were com¬ 
pelled to buy dollars offered by private holders to prevent 
a sharp rise in the exchange rates of their own national 
currencies. As a result the huge mass of dollars in interna¬ 
tional circulation began to shift from private holders to 
official institutions, central banks, treasuries and directly to 
the governments of foreign states. Thus, in May 1971 the 
dollar holdings of this group rose to $31,300 million as 
compared with $11,100 million at the end of 1969. Corres¬ 
pondingly, private dollar holdings during this period de¬ 
creased from $28,700 million to $17,300 million . 1 

This change led to an increased demand by foreign gov¬ 
ernments and official institutions for US government se¬ 
curities which this group of holders regarded as the most 
safe and profitable means for investing the accumulated 
dollars. As a result, the US Treasury was able to sell abroad 
large sums of short-term issues, treasury notes and non- 
marketable bonds specially designated for sale to foreign of¬ 
ficial institutions. Between June 1970 and June 1971 the 
holdings of American short-term treasury notes and certif¬ 
icates in foreign official institutions (including the Bank for 
International Settlements) rose from $7,000 million to 
$20,100 million and up to $33,000 million at the beginning 
of 1972. The amount of nonmarketable bonds and notes 
sold directly to foreign official institutions did not change 


1 Federal Reserve Bulletin, October 1971, p. A 80. 
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throughout 1970 and the first months of 1971. But after the 
May international monetary crisis of 1971 it sharply increas¬ 
ed from S3,500 million at the end of May to $8,600 million 
at the end of July. The growth in these category of securities 
held by foreigners continued and the figure reached $15,900 
in June 1972. 1 The purchase of US government bonds by 
foreign holders, in principle, was advantageous for the 
United States because this made it easier for the Treasury 
to finance the tremendous budget deficit resulting from the 
emergency economic measures of the Nixon Administration. 
But the extremely speculative nature of the demand for 
securities creates the threat of a sharp change in the situa¬ 
tion in the future. 

Credit and financial institutions, and the banking system 
in the first place play an important role in the functioning 
of system of US government borrowings. In 1972 financial 
institutions (including Federal Reserve Banks) held govern¬ 
ment securities totalling $140,200 million, more than one- 
third of the total federal debt. Although the role of com¬ 
mercial banks and other private financial institutions as 
holders of federal securities decreased somewhat, the banks 
provide a unique mechanism which ensures “administra¬ 
tion” of the debt and the placing of new issues in the 
market. All operations for the subscription and primary 
offering of government securities are performed by the 
Federal Reserve Banks. This is closely linked with another 
of their functions, that of cash payments and settlements of 
Treasury accounts. A considerable part of the new issues 
of government bonds are bought by commercial banks for 
their own account and for subsequent redistribution among 
the ultimate holders. 2 Here are some figures illustrating the 
scale of these operations. According to materials submitted 
at the beginning of the 1960s by the American Bankers 
Association to the Commission on Money and Credit, be¬ 
tween February 1953 and July 1960, the sum of the new 
issues of government bonds with a maturity of more than 


1 Treasury Bulletin, August 1972, p. 81. 

2 Commercial banks are the only type of credit institutions (together 
with several big investment banks) which are permitted to receive 
subscriptions from other institutions and individuals. 
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one year, exceeded $250,000 million. Of them, securities 
for $165,000 million (65 per cent of the entire subscription) 
were purchased by commercial banks. 1 These figures do 
not include subscriptions for short-term (3- and 6-months) 
treasury notes and certificates which are issued to the 
amount of $130,000-150,000 million annually. 

The purchase and sale of government securities in the 
United States is not made at the stock exchange. The 
“market” for them is formed by a small group of dealers 
which includes six large commercial banks (in New York— 
The Morgan Guaranty Trust Company, Bankers Trust 
Company, Chemical Bank New York Trust Company and 
the First National City Bank; in Chicago—The Continental 
Illinois National Bank and the First National Bank). There 
are also 13 investment houses (Blyth and Co., The First 
Boston Corporation and others). 2 Formally, any firm can 
announce itself to be a dealer in federal securities, that is, 
it undertakes the obligation to buy and sell systematically 
these securities at the prices prevailing in the market. But 
practically only the biggest commercial and investment 
banks which have the necessary staff of specialists, free 
money resources and are closely connected with govern¬ 
ment circles, are able regularly to engage in such opera¬ 
tions. All buyers and sellers of government securities (banks, 
specialised credit institutions, industrial corporations 
and private individuals) have to resort to the services of 
dealers. 

Until recently, operations of dealers with government 
securities were made in conditions of absolute secrecy. Deal¬ 
ers published no statistics and their activity in fact was 
uncontrolled. After the sudden stock-market drop of gov¬ 
ernment securities in 1958, largely as a result of specula¬ 
tive buying and selling, the demands of US public opinion 
for an investigation of dealer operations became very strong. 
Many economists pointed out that these operations increased 


1 The Commercial Banking Industry, American Bankers Associa¬ 
tion, Prentice-Hall, Inc., Englewood Cliffs, N.J., 1963, p. 368. The 
banks absorb 90 per cent of all the subscription for cash and 53 per 
cent of the issues exchanged for redeemed bonds. 

2 American Banker, June 20, 1961. 
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stock-market fluctuations of government securities and 
often aimed at ensuring the selfish interests of a narrow 
group of big banks to the detriment of the country’s interests. 
During a stock-market drop of government securities prices, 
dealers instead of “supporting” the market by buying 
additional securities, tried to quickly unload their own hold¬ 
ings. This naturally intensified the instability of the market. 
Moreover, since dealer profits rise with the expansion of the 
gap between price quotations of their purchase and sale, 
dealers are interested in sharp changes. Thus, they often 
deliberately advise their clients to buy or sell securities to 
manipulate quotations in a way advantageous to them. The 
results of a special joint study made by the US Treasury 
and the Federal Reserve System at the end of the 1950s, 
proved that these charges against US government securities 
dealers were justified. 1 

Thus, the government securities market has been monopo¬ 
lised by a small group of banks which gain large profits 
from the fluctuations of the market prices. At the end of the 
1950s the income of a dealer from the resale of the ordinary 
lot of short-term government securities ($10,000,000) was in 
the range of $1,000 to $6,000 and from the transaction with 
the lot of medium-term securities ($3-5 million)—$1,300 to 
$2,500. The average daily turnover of dealer operations 
amounted to $600-2,000 million and for the entire year of 
1958 up to $350,000 million. 2 

Banks not only perform the functions of dealers in govern¬ 
ment securities but also provide tremendous resources for 
financing these operations. Major New York commercial 
banks regularly offer loans to dealers. 

Government financing is a profitable business for the big 
banks. Each stage in the issuance and subsequent resale of 
government securities brings millions with it in profits. We 
pointed out earlier how dealer banks make money on the 
resale of treasury issues. Moreover, the procedure of pay¬ 
ing for purchased securities permits dealers to make entries 
to the Treasury’s tax and loan account without immediate 


1 Treasury-Federal Reserve Study of the Government Securities 
Market , Parts I-III, Washington, 1959. 

2 Ibid., Part I, pp. 78, 82-83. 
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transfer of funds. This is one of the ways of getting an addi¬ 
tional profit. Ronald Robertson, a well-known banking 
specialist, cites the following example: “An eighteen-day 
delay in paying for a $1,000 bond with a 3 per cent coupon 
is worth about $1.50.... At this rate the profit is $1,500 per 
million bought and paid for in the tax and loan account.” 1 
If we consider that operations of this kind are made by the 
banks every day with securities which amount to hundreds 
of millions of dollars, it is clear that this is a source of con¬ 
siderable income. 

The banks also receive large amounts in the form of 
interest payments on the government debt. Between 1950 
and 1970 the annual income from the investments in US 
government securities of the members of the Federal Reserve 
System increased from $1,015 million to $3,067 million and 
the total interest paid to the banks during this period only 
on federal securities (not including securities of government 
agencies and state and local authorities) to $49,200 million 
dollars. Three-hundred of the largest banks regularly 
receive from 50 to 60 per cent of the entire income which 
the US banking system yields on government obligations. 

In the light of these facts the claims of banking circles 
that servicing of the US Treasury operations is “disad¬ 
vantageous” for them can hardly be taken seriously. 

Under certain conditions government borrowings tend to 
stimulate inflation. A decisive role in this process is played 
by the offering of government issues through the banking 
system, especially if these operations are conducted systemat¬ 
ically and on a large scale. 

The purchase of government securities by the central 
bank directly from the Treasury or US government securi- 
ities dealers leads to inflationary results. In buying securi¬ 
ties from a dealer the Federal Reserve Bank credits a cor¬ 
responding amount to the reserve account of the bank in 
which the deposit account of the dealer is maintained. 
Deposits and the circulation of cheques based on them are 
enlarged without any additional need in the exchange 
media. 


1 Roland I. Robinson, Money and Capital Markets , McGraw Hill 
Book Company, New York, 1964, pp. 142-43. 
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The Federal Reserve System was prepared for wide 
operations in the purchase of government securities long 
before the beginning of the Second World War. When the 
United States entered the war the task of “maintaining the 
market of government securities” became the main task of 
the Federal Reserve policy. In 1942, the Federal Reserve 
System and the Treasury reached an agreement to maintain 
stable interest rates on the new government issues. The 
Federal Reserve System undertook to buy government secu¬ 
rities not placed among ordinary holders. This enabled the 
owner of government securities to convert them into cash 
at any time. The influence of these operations on money 
circulation can be judged from the following data. 


Table V-6 

Open Market Operations of the Federal Reserve System 
and the Federal Reserve Notes in Circulation 
(million dollars) 


Years 

US Government securities 
holdings with the Federal 
Reserve System 

Federal Reserve notes 
in circulation 

Sum at the 
end of the 
year 

Increase during 
the year 

Sum at the 
end of the 
year 

Increase during 
the year 

1941 

2,254 

+70 

8,192 

+2,261 

1942 

6,189 

+3,935 

12,193 

+4,001 

1943 

11,543 

+5,354 

16,906 

+4,713 

1944 

18,846 

+7,303 

21,731 

+4,825 

1945 

24,262 

+5,416 

24,649 

+2,918 


Source: Federal Reserve Banks. Supplement to Banking and Mone¬ 
tary Statistics, Board ol Governors of the Federal Reserve System, 
Washington, 1965, p. 5. 


An increase by $22,000 million of the Federal Reserve 
holdings of government securities during the war years had 
its counterpart in the increase of the Federal Reserve notes 
outstanding by $16,500 million. The Federal Reserve notes 
were backed by government securities and issued in amounts 
greatly exceeding the needs of circulation. This led to infla¬ 
tionary consequences. 
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After the war, the practice of “pegging” the govern¬ 
ment securities prices did not stop. With some modifications 
it continued up to 1951. The Treasury objected to the intro¬ 
duction of the free market for its obligations, fearing this 
would cause serious difficulties in placing new issues and 
would raise the cost of servicing the government debt. 

But the preservation of inflationary methods of financing 
the Treasury aroused wide opposition. 

After a number of meetings, in which the US Presi¬ 
dent participated, an agreement was reached on March 4, 
1951, between the Treasury and the Federal Reserve System 
to stop “pegging” US government securities prices and 
release the Federal Reserve System from unconditionally 
buying government securities which find no buyers in the 
market. Two years later, in March 1953, the Federal Open 
Market Committee of the Federal Reserve System adopted 
a decision to confine its activity to the purchase and sale 
only of short-term bills and to render assistance to the 
Treasury only if abnormal conditions threatened the govern¬ 
ment securities market. 1 The US press proclaimed the 
agreement of March 4, 1951, a “new landmark” in the his¬ 
tory of interrelations between the Federal Reserve System and 
the Treasury. Many commentators assessed this measure as 
the complete triumph of the principle of “absolute indepen¬ 
dence” of the Federal Reserve System and its transformation 
from an “engine of inflation” into a powerful instrument of 
credit control. Later events demonstrated that this conclu¬ 
sion was wrong. The US Government, as before, was greatly 
in need of attracting capital through the credit system. In 
these conditions the purchase by the Federal Reserve Banks 
of treasury bills served as a kind of valve which enabled it 
over a definite period to prevent a panic on the oversatu¬ 
rated government securities market. So the support given by 
the Federal Reserve System to Treasury operations cannot 
be regarded as a temporary phenomenon determined by 
emergency wartime conditions. The interest of the Treasury, 
as hitherto, remained one of the primary criteria in decision¬ 
making by the Board of Governors of the Federal Reserve 
System. 

1 See Marcus Nadler, Sipa Heller, Samuel Shipman, 'The Money 
Market and Its Institutions, New York, 1955, p. 235. 
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Differences between the Federal Reserve System and the 
Treasury pertain not to the substance of the principle of 
supporting the government securities market, but to the 
forms and timing of this support. The inflationary conse¬ 
quences of buying of government securities by the Federal 
Reserve Banks became particularly pronounced in the 1960s. 
Federal Reserve holdings rose steadily from $27,200 million 
at the end of the 1950s to $40,900 million in 1965 and 
$71,400 million in June 1972. At the initial stage, the price 
index was stable, but then the purchase of government secu¬ 
rities by the banking system and the resulting growth in the 
money stock, combined with other factors of an economic 
and political nature, led to a dangerous escalation of prices. 
The rate of money depreciation in the United States mea¬ 
sured by the consumer price index averaged 2.6 per cent 
annually in the decade of 1960-1970. Moreover, the process 
became more intense at the end of this period. In 1970 
prices rose 5.6 per cent and in 1971, 4.4 per cent. 1 In recent 
years, rates of price growth in the United States outstripped 
those of many West European countries, especially the Fed¬ 
eral Republic of Germany, France and Italy. 

When the Nixon Administration came into office, an 
attempt was made to break the vicious inflationary circle 
by utilising deflationary measures for this purpose. In 1969, 
the Federal Reserve System sharply slowed the rate of cred¬ 
it expansion by restricting the amount of securities bought 
at the open market from the member banks. While from 
December 1966 to May 1969 Federal Reserve credit to 
member banks increased at an annual rate of 9.3 per cent, 
the growth slowed down to 2.9 per cent 2 from May 1969 
to February 1970. The brief period of decline in the growth 
of the money stock did not exert a noticeable influence on 
the price level. On encountering serious economic difficul¬ 
ties, the Nixon Administration carried out a new series of 
expansionist measures in 1970-1971. An active part in financ¬ 
ing these measures was taken by the Federal Reserve System 
which bought government security. From April 1970 to July 


1 First National City Bank of New York, Monthly Economic 
Letter, September 1971, p. 10. 

2 Monetary Trends, September 15, 1971, pp. 8-9. 
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1971 government securities holdings of the Federal Reserve 
System increased by $10,000 million or 18 per cent, which 
undoubtedly increased the economy’s inflation potential. 

The introduction of price and wage controls slowed down 
somewhat but did not halt the rise of prices. The consumer 
price index rose by 3.2 per cent during the year ending 
August 1972. But the credit expansion maintained by the 
Federal Reserve System continued: since the mid-1971 the 
Federal Reserve Banks bought government securities for 
another $6,000 million and the money stock increased by 
6-7 per cent in 1972. 














CHAPTER VI 


FINANCES OF STATES AND LOCAL GOVERNMENTS 


The bulk of spending for civilian purposes in the United 
States is made through state and local budgets, as pointed 
out in the preceding chapters. Current and capital outlays 
on education, health and social welfare are mainly financed 
from state and local budgets, including money received from 
the federal budget as subsidies for these purposes. 

In contrast to most West European capitalist countries 
where the system of local budgets was shaped under the 
influence of central legislation, in the United States local 
legislation arose before federal. This is one of the reasons 
for the diversity of forms of the budgetary structure of 
states and local administrative units as well as the inter¬ 
twining of many functions performed at the federal and 
state-local level. 

In the course of the country’s economic and socio-political 
development, the organisation and structure of local finance 
gradually changed. But these changes were not aimed at 
creating a single unified budgetary system. On the contrary, 
the financial relations of the states and the federal govern¬ 
ment were constantly complicated and differences between 
states increased. 

The 1787 Constitution provided for contributions of the 
states to the budget of the federal government in proportion 
to the value of land and improvements. 1 The states in- 

1 Davis R. Dewey, Financial History of the United States , New 
York, 1928, p. 49. 
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dependently looked for sources to satisfy their own needs 
and to make payments to the federal authorities. They 
practically felt neither direct nor indirect influence of the 
federal government on their financial policy as regards 
budget revenue and expenditures in their territory. 

But under the Constitution proclaimed in September 1787 
the rights of Congress were greatly extended. It was given 
the right “to lay and collect taxes, duties, imposts and 
excises, to pay the debts”. Moreover, direct taxes and duties 
per capita were spread among the states in proportion to 
the size of population. The federal government still could 
not introduce direct taxes. 

At the same time, this Constitution, which in effect 
initiated the delimitation of financial functions between the 
federal government and the state and local governments, 
did not establish precise boundaries. Moreover, they subse¬ 
quently became much more blurred. 1 

Throughout the 19th century the budgetary duties of the 
federal government and the states changed slowly and only 
after the Civil War were essential shifts initiated. States 
were exempt from contributing for defence expenditures 
which became the exclusive function of the central govern¬ 
ment. 

With the introduction of an income tax in 1913 and an 
inheritance tax in 1916, the federal government received the 
most effective taxation sources. In the meantime the rights 
of the states in tax legislation were steadily restricted. The 
introduction of progressive taxes on property, duties on 
interstate trade, and so on was specifically prohibited. 

The concept of a division of governmental functions based 
on state interests was replaced by a new “federalism of 
co-operation” which signified the dominant position of the 
federal government in solving all general national financial 
problems, including questions of the financial position of 
the states. It enabled the federal authorities, within consti¬ 
tutional bounds and legal restrictions, to actively intervene 
in the financial activity of states and local administrative 
bodies through the system of government-controlled grants. 


1 James A. Maxwell, Financing State and Local Governments , The 
Brookings Institution, Washington, D.C., 1969, p. 24. 
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Studying the consequences of federal grants-in-aid, Murray 
Weidenbaum noted: “This results in the federal govern¬ 
ment’s not only reviewing the use to which its funds are put 
by the states but also reviewing the matching funds which 
the states put up themselves.” 1 Thus the central government 
concentrates in its hands greater financial resources than 
the states and local authorities. Under the existing structure 
of the distribution of functions, the budgets of state and local 
governments are charged primarily with the responsibility 
of financing the numerous current and long-term civilian 
needs. They are linked both with general national needs 
and with tasks inherent in state and local government 
functions embodying a great variety of requirements. These 
needs flow from general economic growth as well as the 
peculiarities of particular areas, their geographical location, 
density and concentration of population, local traditions, 
economic trends, transport facilities, and so on. 

While the federal government in allocating financial 
resources encounters a great number of alternatives in mak¬ 
ing political and economic decisions, the sphere of financial 
decision-making of state and local authorities is much more 
limited. They have to solve urgent current problems which 
can no longer be deferred. 

Referring in this sense to the question of allocating 
financial resources, Arnold Cantor pointed out: “It cannot 
be assumed that 50 state legislatures and some 81,000 local¬ 
ities are in a better position than the federal government to 
weigh and balance these critical national priorities and 
spend accordingly.” 2 

But insufficient financial resources place the states and 
local governments in a difficult position in respect to securing 
funds for even the most essential needs. 

Pointing to the significant role played by state and local 
budgets in meeting the needs of the population, Frank Fern- 
bach, Assistant Director of the AFL-CIO Department of 
Research, writes: “When it comes to providing for the civil- 


1 Murray L. Weidenbaum, The Modern Public Sector, New Ways 
of Doing the Government’s Business, New York, 1969, pp. 14-15. 

2 Arnold Cantor, “Revenue Sharing: Passing the Buck”, The Amer¬ 
ican Federationist, Vol. 77, No. 11, November 1970, p. 3. 
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ian public services the American people need, it is the 
states and localities—not Washington—that shoulder most 
of the load.” 1 

The structural shifts in economic development, the move¬ 
ment of large masses of the population from rural areas to 
cities and the reorganisation of industry, research and 
education under the impact of the scientific and technological 
revolution, are constantly raising the role of public services. 
The state and local authorities are faced with new problems 
linked with the spending of funds. 

One of the main features in the evolution of the financial 
position of state and local governments at the present stage 
is the rapid rise in financial needs and the relative curtail¬ 
ment of their own sources. 

Notwithstanding the sharp increase in the absolute 
expenditures within state and local budgets after the Second 
World War, their ratio to the GNP decreased as compared 
with the 1930s. 

Comparing the sources of revenue of the federal govern¬ 
ment and the state and local governments, Joseph Pechman 
draws the conclusion: “Most federal revenues come from 
income taxes that rise at a faster rate than income as in¬ 
come grows. By contrast, state-local revenues barely in¬ 
crease in proportion to income.” 2 

The widening gap between the swiftly growing demands 
made on the volume and quality of public services and the 
limited finance from their own sources has predetermined 
another important feature of state and local budgets— 
dependence on federal government grants. Moreover, the 
central government finances national programmes through 
the states, partly also enlisting local money resources as a 
condition for providing grants-in-aid. 

Thus, with the high level of administrative independence 
proclaimed by the US Constitution, state and local govern¬ 
ments are subject to strong direct and indirect restrictions of 
their freedom in financial activity by the federal govern¬ 
ment. Referring to the distribution of revenues by the 

1 Frank Fernbach, “The Financial Crisis of State and Local Govern¬ 
ments”, The American Federationist, October 1965, p. 7. 

2 Joseph A. Pechman, “Money for the States”, The New Republic, 
April 8, 1967, p. 15. 
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central government, Benjamin Masse pointed out: “That the 
power trend over the past 40 years has been toward Wash¬ 
ington and away from the states is obvious.” 1 

While seeking to get maximum help from federal funds, 
states and localities are often compelled to reduce spending 
for the most urgent needs because grants-in-aid almost 
always presuppose the participation of the states in financing 
such programmes. 

The state dependence on the federal government is also 
increased by the fact that in allotting them grants the use 
by states of their own sources is taken into account. That is 
why, notwithstanding the fact that the states independently 
enact, execute and control their own budgets, they have to 
take into consideration the main finance-management 
principles of the federal authorities. 

The historically shaped uneven economic development of 
the country’s individual regions in conditions of considerable 
administrative state autonomy, has resulted in sharp 
differences in the structure of revenue and expenditures ol 
particular states and local governments. Their budgetary 
procedures, classifications, forms and types of reports, are 
characterised by great diversity, including the types and 
rates of taxes, relationships of items of expenditure, the 
size and purpose of loans and the distribution of functions 
between states and the local administrative bodies under 
their jurisdiction. 

This makes it exceedingly difficult to analyse local 
budgets and to compare specific revenues and expenditures 
by state and local governments. As a result, it is impossible 
to determine, with sufficient accuracy, the actual degree of 
the states’ needs in allotting federal grants for levelling out 
state and local differences. “Comparisons of state govern¬ 
ment expenditures are treacherous,” Maxwell says, referring 
to the problem of comparisons between states. “In State A 
the government may perform functions that in State B are 
left to localities.” 2 He suggests using per capita revenues 
and expenditures in the states and localities as a more proper 
basis for comparisons. 

1 Benjamin L. Masse, “Some Pros and Cons on Revenue Sharing”, 
America, February 27, 1971, p. 200. 

2 James A. Maxwell, Op. cit,, p. 2. 
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A study of summary data on state and local finance 
cannot compensate for this structural defect because it pro¬ 
duces only average figures. 

The basis for comparing the revenue and expenditure of 
individual states and local governments, which Maxwell 
recommends, that is, money receipts from their own sources 
(per $1,000 of personal income), has a drawback. In a 
situation of regressing local taxes this indicator conceals the 
degree of influence exerted by existing taxes on budgets of 
families in the lower and middle income brackets. 

The situation is also complicated by the fact that no firmly 
fixed criteria exist for fixing the size of federal grants to 
states and local governments. 

Martin McGuire and Harvey Garn, comparing various 
proposals in respect to the choice of criteria in determining 
federal grants, note: “First, one is obliged to deal with the 
fact that no single unambiguous measure of ‘poverty’ or 
‘community need’ exists. Often, a single government program 
may be directed against diverse, more or less uncorrelated 
conditions of economic (or social) distress.” 1 

This specific feature of state and local budgets is deter¬ 
mined by the extremely uneven development of the capitalist 
economy, in which attempts at governmental regulation 
come into contradiction with private production, whose main 
stimulus is the maximum increase in profits and not equalisa¬ 
tion of the socio-economic conditions of the population of 
individual regions and different sections of society. On the 
other hand, the private sector yields to state regulation only 
indirectly and on an insignificant scale. 

The functioning governmental financial system cannot be 
quickly adapted to the constant economic shifts, as a result 
of which a gap arises between current needs and the pos¬ 
sibilities of satisfying them. 

While all states require increased revenue for public 
needs, the position of individual states, especially of their 
local subordinate units, have reached a critical point. 

The big differences in per capita income levels in individual 


1 Martin C. McGuire, Harvey A. Garn, “The Integration of Equity 
and Efficiency Criteria in Public Project Selection”, The Economic 
Journal, Vol. LXXIX, No. 316, December 1969, p. 883. 
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states, especially between industrial and agricultural areas, 
also largely determine the financial possibilities of the 
respective authorities. 

The state of Mississippi which had the lowest per capita 
income, for example, is trying to compensate for this by high 
tax rates. But this measure brought the state and local 
authorities only $204.41 per capita in budget revenue in 
1969, while per capita revenue of $356.59 is obtained in 
Connecticut at lower tax rates. 

Under a unified financial system, it would be obvious that 
states and local governments with a higher level of indi¬ 
vidual and corporate incomes, have greater possibilities of 
spending money for public needs. But in reality some of the 
states which have a low tax base spend considerably more 
money than the “richer” states. 

This is explained by other factors which dictate greater 
spending of resources from public funds. The expansion of 
metropolitan areas because of the outmovement from rural 
localities, intensive concentration of industry, the creation 
of new scientific centres, the greater mobility of the popula¬ 
tion resulting from improved transport facilities, the change 
in the population age composition, and many other fac¬ 
tors have engendered demands for a higher level and 
a wider scale of public services. To this should be added 
the point that the carrying out of a number of public 
measures was delayed by the Second World War and the 
war in Korea and in Vietnam. 

Rapid urban development and the rise of urban conglome¬ 
rates in recent decades have seriously influenced the 
general financial position of states and especially of munici¬ 
palities and counties. The scientific and technological 
revolution has accelerated this process. A steep increase in 
local resources has become necessary for such purposes as 
the building and maintenance of hospitals, sewage instal¬ 
lations, parks, schools, water supply systems, libraries, 
airfields, housing, maintenance of police and fire protection 
and the social welfare system. 

Since the cost of public services to the urban population 
is much higher than to the rural, there is an increased 
utilisation of federal, state and local governmental resources 
by the cities. The situation in metropolitan areas reveals 
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the aggravation of the extremely acute deficiency of 
resources for meeting pressing needs and budget deficits. 

Frank Fernbach who made a study of urban problems, 
concludes: “For example, the crisis of transportation—of 
moving goods and people into and out of the core city— 
must be met. The never-ending task of finding enough 
revenue to meet educational and recreational needs, provide 
adequate water for human and industrial consumption, cope 
with air pollution, combat delinquency and crime, clear 
slums and assure decent housing and neighborhoods besets 
every metropolitan area.” 1 

Fernbach describes the dynamic processes under way in 
US society and the gap between the measures which are 
being taken and the ever growing needs. He emphasises that 
already in 1960, according to the official census, almost 16 
million dwelling units in the main metropolitan areas were 
substandard because they either were dilapidated or lacked 
running water or other basic plumbing facilities, and so on. 2 

Such a situation also prevails in other spheres of public 
services to the urban population—education, social welfare, 
public utilities. 

The social and geographical polarisation of the popula¬ 
tion tends to exacerbate the financial problems of urban 
municipalities. The poor, specifically the Negro, population, 
is concentrated in dilapidated houses in the old central 
districts of a city, while the more prosperous inhabitants 
move to the suburbs. 

The process of geographical disunity arising between the 
populations of urban centres and the suburbs is being con¬ 
solidated through administrative organisation of the latter 
into self-administering communities, vested with the rights 
of urban municipalities. The fragmentation of the suburbs, 
which creates certain obstacles to the most rational planning 
and use of government resources on a metropolitan wide 
scale also tends to deepen social inequalities. But, as 
demonstrated by US realities, the capitalist economic system 
based on private property is becoming increasingly incapable 
of coping with the socio-economic problems it faces. 


1 Frank Fernbach, Op. cit., p. 9. 

2 Ibid. 
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Anthony Downs, a specialist on urbanisation problems, 
arrives at the conclusion that sooner or later Americans 
would face the dilemma: it was impossible to preserve in¬ 
dividual freedom of property and control over land use and 
simultaneously achieve the desired results in planning the 
development of US cities. To think that both were possible 
would mean to ignore realities and present the wish for 
reality. 1 


1. EXPENDITURES OF STATE AND LOCAL BUDGETS 


The system of state and local finance in the 20th century, 
as pointed earlier, is marked by the continuous growth of 
expenditures. In contrast to federal spending, the expen¬ 
ditures of state and local budgets are relatively more static. 
They react less to the fluctuations within the economy even 
in periods of a sharp decline in business activity. The rev¬ 
enue sources of state and local budgets, based on regressive 
taxation, display less susceptibility to changes in the 
economy. This enables state and local authorities to keep 
expenditures at relatively high levels. 


Table VI-1 


Expenditures of State and Local Budgets in Relation 
to the Expenditures at All Government Levels 

(million dollars) 


State and local 


Fiscal At a11 6»- 
years vernment 
levels 
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But in comparison with the increase of the GNP the 
growth rates of expenditures of state and local authorities 
have slowed down in recent years. Between 1957 and 1962 
the GNP increased by 20 per cent and the expenditures of 
state and local budgets, by 48 per cent. In the next four 
years the GNP rose by 33 per cent, while the state-local 
expenditures rose only by 35 per cent. 1 

The larger increase in nominal expenditures in the post¬ 
war period is partly explained by rising inflation and the 
consequent substantial increase in the cost of measures 
financed by state and local governments. 

The deflator of prices of goods and services bought by 
state and local governments rose during this period by 
3.5 per cent annually on the average as compared with the 
1.5-per cent deflator for the GNP. In the opinion of 
Lawrence R. Kegan and George P. Roniger, the main 
factors of growth in prices of government purchases will 
also be preserved in 1965-1975 and will amount to 40.8 
per cent as compared with 17.8 per cent for consumer goods 
prices. 2 

If we consider the natural increase in population, the real 
rise in expenditures after the Second World War was even 
smaller and was close to that of 1913-1938. 

Yet a number of objective factors, determined by general 
economic development and demographic changes, dictate the 
need for increasing state and local expenditures. While 
formerly vital public welfare programmes were financed 
largely by the federal Treasury, in recent years an increas¬ 
ing part of spending for these purposes has been shifted to 
state and local authorities. 3 

The federal government, however, continues to take an 
active part in grant-aiding these measures, thus exercising 
its influence on the allocation not only of federal but state 
and local resources. The increase in spending after the war 


1 Impact of the Property Tax; Its Economic Implication for Urban 
Problems , 90th Congress, Second Session, May 1968, Washington, 
1968, p. 2. 

2 Lawrence R. Kegan and George P. Roniger, Fiscal Issues in 
Future of Federalism , p. 252. 

3 The Burden of Taxes, by Labor Research Association, New York, 
1956. 
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by state and local governments was facilitated by the big 
decline in construction during the war, especially of public 
utilities. Subsequently this demanded substantial expenses 
both for reconstruction and expansion of public utilities and 
the building of new ones. 

The main expenditures of state and local budgets are the 
general expenditures which cover all types of public services 
except the outlays for public utilities and government 
security funds. In 1968, of the total sum of $116,234 million 
for all expenditures, general expenditures amounted to 
$102,411 million or 88.7 per cent. 


Table VI-2 


General Expenditures for Civilian Purposes 
for Selected Years from 1902 to 1969 1 

(million dollars) 


Fiscal year 

At all government 
levels 

State and local 

Per cent of state 
and local to all 

4 : 2 

1902 

1,243 

1,013 

81.5 

1927 

8,631 

7,210 

83.5 

1938 

13,397 

8,757 

63.4 

1948 

26,397 

17,684 

67.0 

1966 

108,607 

82,843 

76.3 

1968 

152,474 

102,411 

67.2 

1969 

171,428 

116,728 

68.1 


The biggest items in the general expenditure of state and 
local governments are education, highways, public welfare, 
health and hospitals. They accounted in 1969 for 73.5 per 
cent of the total as compared with 64 per cent in 
1942. 

The expenses for building highways were kept at a high 
level but after the peak reached in the mid-1950s a down¬ 
ward tendency emerged. 

The large share of expenses for specific social measures is 
the result of the imposition of this type of expenditure on 
state and local budgets in the distribution of financial com¬ 
petence between the federal government and the state 


1 Statistical Abstract of the United States 1971, p. 399. 
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Table VI-3 

Direct General Expenditures of State and Local Governments 1 
for Selected Years from 1902 to 1968 



1902 

1927 

1938 

1942 

1948 

I960 

1968 

Total (million dol¬ 
lars) 

1,013 

7,210 

8,757 

9,190 

17,684 

51,876 

102,411 

Per cent of total 
Education 

25.2 

31.0 

28.5 

28.1 

30.4 

36.1 

40.2 

Highways 

17.3 

25.1 

18.8 

16.2 

17.2 

18.2 

14.1 

Public welfare 

3.7 

2.1 

12.2 

13.3 

11.9 

8.5 

9.6 

Health and hospi¬ 
tals 

5.9 

4.9 

6.3 

6.4 

6.9 

7.5 

7.4 

All others 

47.9 

36.9 

34.2 

35.9 

33.6 

29.9 

28.7 


authorities. The total share of the expenditure for education 
and public welfare and health and hospitals is not indicative 
of the distribution of the corresponding appropriations on 
the wide scale of government spending. Thus, in 1969, the 
outlays for education through state and local budgets 
amounted to $47,238 million out of the entire state expen¬ 
diture ($50,377 million) for this purpose. In local and state 
budgets they amounted to 40.5 per cent of all the direct 
general expenditures and in the federal budget only to 3.7 
per cent. 

The expenditure for education is the biggest item in state 
and local budgets and their share in the general expenditure 
is steadily rising. In the last 15 years, beginning with 1955, 
the expenditure of state and local governments for education 
(including federal grants) fluctuated between 93.7 and 
97.4 per cent of the entire government spending for this 
purpose. Practically all governmental appropriations for 
elementary, secondary and higher education go through 
state and local budgets. 

In recent years the expenditure for education amounted 
to more than 40 per cent of the total general expenditure 
of state and local budgets. 


1 Historical Statistics ... to 1957, pp. 722-39; Statistical Abstract 
of the United, States 1971, pp. 399, 403, 373. 
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Table VI-4 


Expenditure for Education 1 


Fiscal 

year 

At all government 
levels (million 
dollars) 

State and local 

Sum 

(million dollars) 

Per cent of 
expenditure at all 
government levels 

1902 

258 

255 

98.8 

1927 

2,243 

2,235 

99.6 

1942 

2,696 

2,586 

95.9 

1950 

9,647 

7,177 

74.4 

1960 

19,404 

18,719 

96.5 

1968 

43,614 

41,158 

94.4 


The increase in the education expenditure in the last 
decade is determined by the specific features in the economic 
development of the United States linked with the scientific 
and technological revolution—the accelerated conversion of 
scientific and technological achievements into an important 
element of the productive forces. A certain role in this 
respect has been played by the economic competition with 
the Soviet Union which registered impressive successes in 
education and in a number of fields has greatly outstripped 
the USA. 

The guided system of education offered a possibility to 
regulate the long-term development of individual sectors of 
the economy and research through the training, selection and 
placement of personnel. 

A change in the quality of education, the use of new 
organisational forms adapted to the demands on narrow 
specialisation together with the general inflationary tenden¬ 
cies, raised the cost of training per student. 

The objective factors which dictated a general increase 
in expenditures for education have been: a) an increase in 
population; b) growth of the urban population engaged in 
industry, management and the service spheres which demand 
a higher level of general and vocational training as com¬ 
pared with rural localities; c) the need for reducing the 


1 Historical Statistics ... to 1957, pp. 722-30; Statistical Abstract of 
the United Slates 1970, p. 411. 
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cost and improving the quality of export goods as a result 
of greater competition in foreign markets from European 
countries and Japan; d) a narrowing of the technological 
gap which for a long time created favourable conditions for 
US foreign trade. 

Thus, the general increase in the expenditures of state 
and local governments for education has been the result of 
economic and demographic changes in the country as well 
as increased state-monopoly influence on the development 
of individual sectors of the economy, including the arma¬ 
ments industry and the training of personnel. 

But education expenditures have proved to be inadequate 
for achieving the specified aims. On the contrary, funds for 
specific educational programmes have been very unevenly 
allotted and in a number of regions, particularly in cities, 
the situation has become, extremely unsatisfactory. Many 
states and cities are urgently in need of school buildings 
and there is a shortage of teachers. Kenneth A. Gibson, the 
Mayor of Newark, declared that education was Priority 
Number One. He stated in a report submitted to Congress 
of January 22, 1971: “We are saddled with an ancient 
physical plant and an inadequate per pupil municipal 
expenditure.” He further noted: “Our physical structures 
were allowed to deteriorate for many years—between 1930 
and 1955, for instance, only three new elementary schools 
were constructed. Of Newark’s 84 schools almost half were 
built over 60 years ago.” 1 

Increase of appropriations directly for educational needs 
cannot fully solve the problem of improving education, even 
if sufficient funds are provided. Other conditions, linked 
with the material position of the population, especially 
low-income families, are required for a thorough-going im¬ 
provement in the quality and scale of education. “Increas¬ 
ing concern with school dropouts, the quality of education 
in slum areas, and the interrelationships of social and 
economic circumstances with educational aspirations and 

1 “Prepared Testimony of the Honourable Kenneth A. Gibson, Mayor 
of Newark, New Jersey, Before the Hearings of the Joint Economic 
Committee of the 92nd Congress of the United States’’, January 22, 
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achievements, however,” Ida C. Merriam writes, “again 
point up the relevance of education to social welfare.” 1 

Solution of the financial aspect of the educational problem 
is negatively affected by the limits imposed by the federal 
government on states in utilising the federal resources 
allotted them. The numerous federal grant-aided educa¬ 
tional programmes have a narrowly designated character, 
specifically for the development of specialised research in 
space exploration and the development of new weapons 
which meet above all the interests of the federal govern¬ 
ment. Such utilisation of financial resources is hardly 
relevant to social needs. 

Both the state and local authorities are unable to utilise 
the grants for education to meet the most urgent needs in 
this field. Moreover, they point out that depreciation of the 
dollar and population increases reduce to naught the absolute 
rise in expenditures for these purposes. 

A characteristic feature of state-local expenditures for 
education, as is the case, incidentally, for other socio¬ 
cultural functions, is their uneven distribution among in¬ 
dividual states and counties. In 1969, with an average per 
capita expenditure for education of $234 in state and local 
budgets, in some states this sum exceeded $300, while in 
others it was less than $200. In Wyoming the per capita 
expenditure was $336, Alaska $390, Utah $312, New Mexico 
$295, Arkansas $157, Mississippi $173, Tennessee $175 and 
the District of Columbia $225. Such fluctuations are also 
registered in other states. 2 These statistics reveal that with 
the generally inadequate resources provided for education 
in all areas, individual states are in particularly difficult 
positions, spending for educational programmes much less 
per capita than the average and half as much as states with 
maximum funds. Moreover, within states there are wide 
differences in expenditures between individual counties, 
municipalities, townships and school districts. 

The absence of nation-wide unified standards of 
expenditures, the differences in incomes and resources at the 


1 Ida C. Merriam, “Social Welfare Expenditures. 1964-1965”, Social 
Security Bulletin, October 1965, p. 4. 

2 Statistical Abstract of the United States 1970, p. 415; 1971, p. 407. 
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disposal of state and local authorities, contribute to the 
uneven public services and education provided for the people. 

There are noticeable differences in the share appropriated 
for education in states with an approximately the same 
level of expenditure per 1,000 dollars of personal income. 
In Connecticut, with a $188 expenditure per $1,000 of 
personal income in 1908, $69.77 per capita was spent for 
education with the per capita expenditure for this purpose 
being $167. In Minnesota with an expenditure on education 
of $83.25 per cent $1,000 of personal income, the per capita 
figure was $255. Naturally such a system of allocation of 
public funds creates the preconditions for population migra¬ 
tions and the future shortage of skilled personnel. On the 
other hand, this further widens the gap in the economic and 
social positions of the population in different parts of the 
country. 

Expenditures for public welfare occupy a leading place 
in the general expenditure systems of state and local 
budgets. In 1969, they amounted to $12,110 million or 
9.2 per cent of the entire general expenditure of state-local 
governments and about 82.2 per cent of all government ap¬ 
propriations for public welfare. A large part of the expen¬ 
ditures for different forms of relief and services to the aged 
and the needy, the maintenance of orphanages, and so on, 
is met by state and local governments from their own 
sources. The share of federal aid in public welfare is com¬ 
paratively small. 

The bulk of all government resources allotted for public 
welfare are spent through the budgets of state and local 
governments. In the post-war period almost all the expenses 
for public welfare were made through the state and local 
budgets and only beginning with 1967 has their share in 
the general national expenditure somewhat declined as a 
result of an increase in outlays by the federal government 
for benefits and services to war veterans and their 
families. In 1942 they amounted to 13.3 per cent of the gen¬ 
eral expenditure of state and local budgets; in 1950, 13 
per cent; in 1955, 9.4 per cent and in 1966, only 8.2 per 
cent. 1 But since 1968 the share of the expenditure for public 

1 Statistical Abstract of the United States 1971 , pp. 403, 399; 
Historical Statistics: Governmental Finances in 1965-66 , pp. 22-24. 
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welfare lias begun to rise again and in 1969 it reached 
10.4 per cent of the general expenditure of state and local 
budgets. 


Table VI-5 


Expenditure for Public Welfare 1 
(million dollars) 



At all government 
levels 

State and local 

Per cent of state 
and local in total 

1902 

41 

37 

90.2 

1927 

161 

151 

93.8 

1942 

1,285 

1,225 

95.3 

1960 

4,462 

4,404 

97.0 

1968 

11,245 

9,857 

87.7 

1969 

14,730 

12,110 

82.2 


Intergovernmental spending includes grants to state and 
local governments. 

Simultaneously the ratio between the state and local 
governments’ expenditures for public welfare has been 
changed in the direction of increasing the share of state 
expenses. In 1950, of the $2,940 million used for public 
welfare, $2,358 million (80 per cent) was spent through the 
states; in 1969 of the $12,110 million, $10,866 million or 
89.7 per cent was spent through the budgets of states, in¬ 
cluding help by states to local authorities. The slow but 
steady increase in the role of states in respect to expenditures 
formerly made through budgets of local bodies attests to 
the concentration of finances in the hands of higher admin¬ 
istrative agencies. 

Yet big differences in expenditures for public welfare 
between states remain. For example, in 1969 Massachusetts, 
California and New York spent more than $100 per capita, 
while Wyoming, South Carolina and Indiana, less than 
$25 per capita. 1 2 The disproportion in expenditures is 
noticeable in other states as well. In 1968, nine states spent 


1 Statistical Abstract of the United States 1971, p. 399. 

2 Statistical Abstract of the United States 1970, p. 415; 1971, p. 407. 
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for public welfare less than $30 per capita and nine other 
states and the District of Columbia about $55 or more. 1 

The expenditure for health and hospitals occupies fourth 
place in general expenditures of state and local budgets and 
in recent years amounted to just over 7 per cent. In view of 
the fact that in the United States medical service is paid 
tor by the individual, only a small part (about one-fourth) 
of all expenses for these purposes are financed by govern¬ 
ment funds. In 1969 $8,520 million was spent for health 
and hospitals through state and local budgets (states, $4,703 
million and local governments, $3,817 million) or 65.9 per 
cent of all government spending. The outlays for building, 
repairing and maintaining hospitals totalled $7,011 million 
and for other medical services, $1,509 million. 

Notwithstanding the swift rise in medical care needs, the 
share of expenditures for health in state and local budgets 
decreased in the last 20 years. In 1950, expenditures for 
health and hospitals amounted to 7.7 per cent of the general 
expenditure under state and local budgets and in 1967 they 
dropped to 7 per cent. In 1968 they rose by 0.4 per cent, 
and then again declined by 0.1 per cent in 1969. 

Health and hospitals have been a sector of public serv¬ 
ices with a very low level of investments. In 1969, out of 
the total expenditure of $8,520 million for health and 
hospitals, investment appropriations from state and local 
budgets amounted to $761 million, i.e., less than 10 per cent. 
The outlays for construction were $622 million or less than 
8 per cent. Moreover, federal appropriations for the 
construction of medical institutions amounted to only $83 
million, in other words, the bulk of these expenses was borne 
by state and local budgets. 

Per capita expenditures by state and local governments 
for health and hospitals are small—an average of $42 per 
annum. But some states spend considerably less. In 1969, 
14 states spent less than $30 per capita; North Dakota and 
South Dakota, $21 and $19 respectively. At the same time, 
five states and the District of Columbia spent from $50 to 
$118 per capita. On the whole, however, fluctuations in ex¬ 
penditures by states are somewhat smaller here than in 


1 Statistical Abstract of the United States 1970 , p. 415; 1971, p. 407. 

n* 














164 


S. TARASENKO 


Table Vl-6 


Expenditure for Health and Hospitals 1 

(million dollars) 



At all government 
levels 

State and local 

Per cent ol state 
and local to total 

1902 

63 

60 

93.7 

1927 

431 

355 

82.4 

1942 

714 

591 

82.8 

1960 

5,244 

3,794 

72.3 

1968 

10,579 

7,546 

71.3 

1969 

12,930 

8,520 

65.9 


public welfare appropriations. There are greater differences 
in the outlays for health and hospitals per $1,000 of perso¬ 
nal income. With an overall average of $12.46, 15 states 
spent less than $10, two states (North Dakota and South 
Dakota) less than $8, while 9 states and the District of Co¬ 
lumbia spent from $15 to $26 per $1,000 of personal 
income. 1 2 

As a result of the rapid development in motor transpor¬ 
tation after the Second World War, expenditures of state 
and local governments on the building, repairing, and main¬ 
tenance of highways sharply increased. The high economic 
value of motor transportation, as well as its military stra¬ 
tegic significance, predetermined the federal government’s 
interest in expanding the network of highways mainly in in¬ 
terstate commerce. 

Thus, the Federal-Aid Highways Act of 1956 3 provided 
for the building of national systems of interstate highways 
and roads of military significance totalling 41,000 miles. 
Under this Act, states in part had to allot funds from their 
own sources in financing this programme. 

Other Congressional acts for highway building pro¬ 
grammes also envisaged the participation of states and their 
subordinated administrative units in financing these pro- 


1 Historical Statistics: Governmental Finances in 1965-66, pp. 22 24; 
Statistical Abstract of the United States 1970, p. 415; 1971, pp. 403, 
399. 

2 Statistical Abstract of the United States 1971, p. 407. 

3 Arnold Cantor, Op. cit., pp. 3-4. 
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grammes. Between 1946 and 1969 the outlays in state and 
iocal budgets for building, repairing and maintenance of 
highways increased from $1,672 million to $15,417 million 
and in 1969 comprised 13.2 per cent of their entire general 
expenditures. 1 Although funds appropriated for building and 
maintaining highways are constantly increasing, their share 
in the general expenditures of state and local governments 
has decreased somewhat in recent years. This is explained 
by two main reasons: 1) the need to re-allocate expenditures 
in favour of items for which a minimum of appropriations 
is not ensured and 2) by the very high cost of road construc¬ 
tion as compared with other civilian functions. 

Table VI-7 

Expenditure of State and Local Governments on Building, Repair 
and Maintenance of Highways 2 

(million dollars) 



Sum 

Per cent of the direct 
expenditure 

1902 

175 

16.3 

1927 

1,809 

25.1 

1942 

1,490 

16.2 

1950 

3,803 

16.7 

1960 

9,428 

18.2 

1968 

14,481 

14.1 

1969 

15,417 

13.2 


In the $15,417 million spent by state and local govern¬ 
ments for the building and maintenance of highways, a 
considerable part was played by federal subsidies. In 1969 
they amounted to $4,162 million, and were somewhat 
smaller than in 1968—$4,196 million. 

In contrast to the outlays on education and public welfare 
and health, more than half of the expenditure for building 
and maintaining highways goes for capital investments. In 
1969 they totalled $10,273 million, 3 of which $8,827 million 


1 Historical Statistics: Governmental Finances in 1965-66, pp. 22-24; 
Statistical Abstract of the United States 1970, pp. 407, 411; 1971, 
pp. 404, 403. 

2 Historical Statistics: Governmental Finances in 1965-66, pp. 22-24; 
Statistical Abstract 1971, pp. 403, 399. 

3 Statistical Abstract of the United States 1971, p. 402. 
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was for construction, i.e., about 39 per cent of the entire 
expenditure on construction allotted within state and local 
budgets. Naturally, such a distribution of appropriations for 
investments over long periods freezes the funds obtained 
from the taxpayers and adversely affects the ability of state 
and local bodies to meet other needs. Funds for building 
and maintenance of highways are largely spent through 
state budgets, under programmes of interstate construction. 
In 1969 $12,522 million was spent from state budgets and 
only $5,045 million from local budgets, chiefly for the build¬ 
ing and maintenance of highways connected with the 
development of cities. 

Thus, the present system of financing highway construc¬ 
tion is such that the biggest part of the outlays and 
administrative responsibility is assumed by the states, while 
the federal government determines the size and geogra¬ 
phical location of construction sites. 

The share of all other general outlays under state and 
local budgets is comparatively small. But combined they 
make up substantial sums. In 1969 they added up to $33,443 
million or 14.4 per cent of all direct expenditures and 28.6 
per cent of the general expenditures. 

Table VI-8 



1950 

1969 


Million 

dollars 

Million 

dollars 

Per cent of 
total general 
expenditures 

Police protection 

776 

3,901 

3.0 

Local fire protection 

488 

1,793 

1.4 

Natural resources 

670 

2,552 

1 .9 

Sanitation and sewerage 

834 

2,969 

2.3 

Housing and urban renewal 

452 

1,902 

1.4 

Local parks and recreation 

• 304 

1,645 

1.3 

Financial administration and gene- 




ral control 

1,041 

4,105 

3.1 

Interest on general debt 

458 

3,738 

2.8 


Source: Statistical Abstract of the United States 1971, pp. 402, 
403, 399. 

Of all these items the biggest are for maintenance of 
the police and payment of interest on the debt. Moreover 
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these items grow at higher rates—the interest on the general 
debt rose 7 times between 1942 and 1968, maintenance of 
the police, 4.4 times and financial administration, including 
general control, 3.5 times. 1 But it is housing reconstruction, 
the maintenance of cities in an adequate condition that 
demand ever greater resources in view of the continued 
urbanisation process. Demands for considerable increase in 
appropriations for urban improvements in view of the 
critical situation in many cities are steadily becoming more 
urgent. 

2. REVENUE OF STATE AND LOCAL BUDGETS 

While a description and analysis of the state and local 
expenditures basically revolves around the question of 
establishing the relationship between current and long-term 
needs on a satisfactory basis, a study of the composition and 
scale of revenue largely makes it possible to pinpoint the 
factors determining this relationship. 

Efforts of state and local governments to increase pressure 
through their own sources, chiefly through taxes, invariably 
affect the material condition of the people who are them¬ 
selves compelled to pay for public services, including those 
they do not directly use. 

This applies in the first place to metropolitan districts, 
the public services of which are enjoyed by the inhabitants 
of suburbs and other cities. 

The revenue of state and local governments can be listed 
in three main groups, according to their sources: a) revenue 
from own sources; b) federal or state grants and c) loans. 

These groups of revenue can, in turn, be broken down 
into smaller subgroups, the examination of which will make 
it possible to analyse in detail the system of state and local 
budget revenues. 

Revenue from their own sources comprises the main part 
of budget receipts of states, counties, municipalities, town¬ 
ships, school and special districts. In 1968 they exceeded 
85 per cent of all receipts. 

Tax receipts make up the overwhelming part of revenue 


1 Statistical Abstract of the United States 1970, p. 4U. 
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Table VI-9 

Distribution of State and Local Revenue by Sources in 1969 1 
(million dollars) 



Tolal 

state-local 

State 

Local 

Total revenue 

132,153 

77,584 

79,274 

From own sources 

113,001 

59,809 

53,192 

Intergovernmental revenue 

19,153 

17,775 

26,082 


from their own sources. In 1968 they amounted to more 
than 80 per cent of the general revenue of state and local 
governments. 


Table VI-10 

Distribution of State and Local Budget Revenue by Sources in 1969 2 

(million dollars) 



Total 

State 

1 

Local 

All revenue 

132,153 

77,584 

79,274 

Total revenue from own sources 

113,001 

59,809 

53,192 

General revenue from own sources 

95,397 

49,537 

47,861 

Taxes 

Charges and miscellaneous general re¬ 

76,712 

41,931 

34,781 

venue 

18,689 

7,606 

11,080 

Utility revenue 

5,931 

— 

5,931 

Liquor stores revenue 

1,909 

1,663 

245 

Insurance trust revenue 

9,764 

8,609 

1,155 

Intergovernmental revenue 

19,153 

17,775 

26,082 


Total revenue from own sources consists of taxes and 
charges and miscellaneous revenue, and revenue from 
utility, liquor stores, and insurance trusts. General revenue 
from own sources is limited to taxes and charges and 
miscellaneous revenue. 

Pressed by circumstances demanding an increase in 
expenditures, state and local governments are trying to find 
additional financial sources. They resort both to improved 


1 Statistical Abstract of the United States 1971, p. 400. 

2 Ibid, 
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administration and to legislative action affecting the size 
of the tax base and the rates of the operating taxes. 

In some cases new taxes are introduced if this does not 
lead to obvious adverse consequences. At times such 
measures prevent further economic growth and undermine 
the base for a further increase in revenue. 

State and local governments utilise more than 15 types 
of taxes, of which the most widespread are the following: 
sales and gross receipts; motor fuel; individual income; 
corporation income; automobile licences; tobacco; alcoholic 
beverages; property tax; insurance company gross premium 
tax; the use of natural resources; corporation licences; public 
utilities; and estate and gifts tax. 1 

The role played by specific taxes varies from state to 
state and in administrative districts under their jurisdiction. 
But a number of major taxes are practically applied in all 
states. These taxes are: property, individual income, gen¬ 
eral sales, corporation income and indirect taxes added to 
the prices of goods and services. 

Together with states, the general sales tax has been 
widely utilised by many local bodies since 1934 when it was 
inaugurated in New York and then, in 1938, in New 
Orleans. In 1968, about 3,000 local governments had general 
sales taxes, introducing them directly or administratively 
through the financial agencies of states. 

Taxation of goods at the level of production is not 
practised for fear of lowering the competitive position of 
companies within the state and for fear of losing them to 
other states. 

The distribution of revenue from interstate commerce 
remains an intricate problem. Many industrial companies 
which send their goods to other districts are located on 
the territory of several states. As a result direct taxation 
on retail sales and the siphoning off of revenue by the taxing 
state could have a distorting effect on the distribution of 
incomes to the detriment of states which produce the com¬ 
modities. 

The interstate distribution of revenue from general sales 

1 State and Local Finances. Significant Features 1966 to 1969, 

pp. 49-53. 
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taxes was the subject of long discussions, and thus far a 
single distributive formula with unified criteria has not 
been devised. Since more than 120,000 firms have commercial 
relations beyond the borders of a single state, this remains 
an extremely important issue. 

The general sales tax, affecting most consumer goods in¬ 
cluding prime necessities, remains regressive because it 
absorbs a higher share of the incomes of the poor than of 
the rich whose proportional expenditures on the taxed goods 
are lower. 

The most important social aspect in the taxing of prime 
necessities is ultimately their higher cost and a correspond¬ 
ing reduction in effective demand and consumption. 

The tax on corporation incomes introduced for the first 
time in Wisconsin in 1911, is now applied in 40 states and 
the District of Columbia. 1 2 Most states utilise rates within a 
range of from 2 to 11.33 per cent. Moreover, in 25 states 
the net income is taxed; nine utilise excises and a tax for 
the privilege of doing business in the state, and six employ 
both types. In 1968 these taxes yielded $2,518 million or 
about 7 per cent of all the tax revenue of states. 


Table VI-11 

Revenue of State and Local Governments from the Corporation 
Income Tax 2 



State and local 

Sum (million dollars) 

Per cent of all taxes 

1942 

272 

3.2 

1950 

593 

3.7 

1960 

1,180 

3.3 

1968 

2,518 

3.7 

1969 

3,180 

4.1 


In view of the different tax rates employed by states, the 
uneven level of concentration of industry and trade, there 


1 State and Local Finances. Significant Features 1966 to 1969, 
pp. 49-53. 

2 Statistical Abstract of the United States 1970, p. 406; 1971, p. 398. 
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are big differences in the share of the corporation income 
tax in individual states. 

In New York, California, Connecticut, Michigan, Massa¬ 
chusetts, Pennsylvania and some other states this revenue 
is essential (from 11 to 16 per cent of all tax receipts), while 
in states like New Mexico, North Dakota, South Dakota, 
West Virginia, Indiana and Nebraska they practically play 
no part at all, amounting to from 1 to 3 per cent of all tax 
receipts (according to data for 1969). 

The tax rate scale is a wide one, ranging from 8 per cent 
in South Dakota to 15.4 per cent in Connecticut. 1 

But there is a definite tendency to equalise the tax rates 
in proportion to federal income tax rates. At the same time 
the differences in the proportions of specific kinds of taxes 
in state budget revenues make it impossible to effectively 
equalise rates. 

A more or less proper distribution of revenue demands 
consideration of a big number of interconnected factors such 
as property, productive assets, size of sales, expenditures of 
firms, security holdings, the size of sales within the state, 
and so on. These factors are evaluated in various forms; 
moreover, the method of calculating the quantitative values 
of specific factors differs in many states. 

Individual income taxes occupy third place in state-local 
taxes and second in state taxes. The share of this tax in 
budgets of state and local governments amounted to 10.8 
per cent in 1969 and reached $7,308 million. Paralleling the 
Federal Government’s taxation on personal incomes, begun 
in 1913, states also started to gradually introduce these 
taxes. By 1938, already 32 states and the Hawaii had made 
this tax a permanent source of revenue. By 1968, their 
number had reached 35. 2 About one-third of the population 
living in other states is not subject to this tax. However, 
they levy other types of direct and indirect taxes which are 
sufficiently high. 

The introduction of individual income taxes very likely 
will arouse a sharply negative reaction from taxpayers. 
Total taxes per capita in states which do not utilise in- 


1 Statistical Abstract of the United States 1970, p. 420. 

2 Stale and Local Finances. Significant Features 1966 to 1969, p. 49. 
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Tabic VI-12 

Revenue of State and Local Governments from Individual 
Income Taxes 1 



State and 
local, 
million 
dollars 

Per cent 
of all 
taxes 

State, 

million 

dollars 

Per cent 
of all state 
and local 
taxes 

Local, 

million 

dollars 

Per cent 
of all state 
and local 
taxes 

1942 

276 

3.2 

249 

2.9 

27 

0.3 

1950 

788 

4.9 

724 

4.5 

64 

0.4 

1960 

2,463 

6.8 

2,209 

6.1 

252* 

0.7 

1968 

7,308 

11.1 

6,231 

9.2 

1,077* 

1.6 

1969 

8,008 

11.6 

7,527 

9.8 

1,381* 

1.8 


* Corporation tax included with individual income tax collections. 

dividual income taxes are approximately the same as in 
states which do. Thus, in 1968 taxes in Connecticut, Illinois, 
Ohio and Pennsylvania were respectively $357, $330, $277 
and $298, with this figure fluctuating in all states from $200 
to $503, and averaging $338. 1 2 

The role played by this tax in all tax receipts of states is 
steadily rising: in 1950 they collected $724 million out of 
$7,930 million received from all taxes, or about 9 per cent; 
in 1960, $2,209 million out of $18,036 million, or ap¬ 
proximately 12 per cent, in 1968, $6,231 million or 17 per 
cent, and in 1969, $7,527 million or 18 per cent of all tax 
revenue. 3 

In some states receipts from the individual income tax 
comprise more than one-third of all tax receipts while in 
Oregon they exceeded 50 per cent in 1969. 

The most important characteristic of this tax is the level 
of rates and criteria for tax-exemption employed in in¬ 
dividual states. 

In 1970, the minimum rate fluctuated between 0,75 (Iowa) 
and 4 per cent (Oregon and Utah); the maximum rate ranged 
from 4 per cent (Missouri and Mississippi) up to 14 per cent 


1 Statistical Abstract of the United Stales 1970, p. 406; 1971, p. 398. 

2 Statistical Abstract of the United States 1970, p. 414. 

3 Statistical Abstract of the United States 1971, p. 398. 
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Table Vl-13 

Receipts from the Individual Income Tax in Selected States in 1969 1 



All tax 
receipts, 
mill ion 
dollars 

Individual 
income tax 
receipts, mil¬ 
lion dollars 

Per cent of 
all tax revenue 

1 

Oregon 

405.8 

204.3 

50.3 

Wisconsin 

1,090.8 

461.9 

42.3 

New York 

5,329.0 

2,151.6 

40.3 

Minnesota 

914.6 

304.2 

33.2 

Massachusetts 

1,232.0 

452.6 

36.7 

Maryland 

917.2 

365.8 

39.9 

Con necticut 

157.0 

61.4 

39.1 


(New York and New Jersey). Moreover, the rate of progres¬ 
sion of taxes on incomes above $15,000 slows down. Some 
states use a steady rate—Michigan 2.6 per cent, Indiana 
2 per cent, Illinois 2.5 per cent and Massachusetts 4 per 
cent. 1 2 

Many states apply a maximum tax rate to comparatively 
small incomes of $3,000—$7,000 (Maryland, Mississippi, 
Oregon and Utah). It is clear that such regressivity of taxes, 
with small differences between minimum and maximum rates 
as, for example, from 3 to 4 per cent in Mississippi, benefits 
persons with high incomes. 

States which apply high rates, as a rule, have also a larger 
percentage of receipts per capita, such as Delaware, Wiscon¬ 
sin, Oregon and New York. 

The minimum level of tax-exempt incomes in 1968 also 
ranged widely from $370 per person to $5,000 and from 
$740 to $7,000 for a family of two. Moreover, the most 
widespread tax-exempt incomes were $600 and $1,200 
respectively (14 states), i.e., at the same level as exemption 
from the federal income tax. 

Twenty-eight states apply tax exemptions depending on 
age and also other types of exemption as, for example, for 
blind persons, disabled, and so on. 


1 Statistical Abstract of the United States 1970, p. 406. 

2 Ibid., p. 421, Data as of January 1, 1969. 
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Some states provide tax exemptions through tax credits 
(Arkansas, California, Iowa, Kentucky, Louisiana, Minnesota 
and Wisconsin) , as a result of which the tax-exempt 
minimum is raised. 

Higher tax rates, together with the extension of the tax 
base, have ensured a very strong reaction on the part of 
taxes to the rise or drop in the GNP in a ratio of ap¬ 
proximately 1:1.7. While such a situation is exceptionally 
favourable during the rise in the GNP, it has a very 
negative effect in periods of recession, especially when the 
predicted dynamics of the GNP were optimistic in com¬ 
parison with the actual situation. State governments are 
unable to issue loans on an unlimited scale and, since they 
lose a considerable part of the revenue, may find themselves 
in difficult positions. 

Sharp fluctuations of tax rates in individual states are 
likewise an adverse feature of the existing system. This 
creates definite conditions affecting individual groups of the 
population and persons engaged in certain vocations who in 
order to evade a loss of an essential part of their incomes 
migrate to states with more favourable taxation terms. 

The property tax is now the chief source of tax revenue 
of local governments. In 1969 it totalled $30,673 million, 
of which $29,692 million or 96.8 per cent were receipts of 
local governments. 

But notwithstanding the exceptionally high share of the 


Table VI-14 

Revenue of State and Local Governments from the Property Tax 1 



State and 
local, 
million 
dollars 

Per cent 
of all tax 
revenue 

State, 

million 

dollars 

Per cent 
of all state 
and local 
tax 

revenue 

Local, 

million 

dollars 

Per cent 
of all 
local tax 
revenue 

1942 

4,537 

53.2 

264 

3.0 

4,273 

91.6 

1950 

7,349 

46.2 

307 

1.9 

7,042 

88.2 

1960 

16,405 

45.4 

607 

1.7 

15,798 

87.4 

1968 

27,747 

41.1 

912 

1.3 

26,835 

86.1 

1969 

30,673 

40.0 

981 

1.3 

29,692 

85.4 


1 Statistical Abstract of the United Slates 1970, p. 406; 1971, p. 39S. 
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property tax in revenue of local governments, its role is 
gradually declining. 

While the role of the property tax in all federal and 
state tax receipts is declining quite rapidly as a result of 
the introduction and spread of other taxes, it remains 
dominant in local budget receipts. State governments are 
orienting themselves on more effective taxes, responsive to 
economic growth, population increase and a rise in incomes. 

The main reason for the almost complete dependence of 
local governments on the property tax is the absence of 
other large revenue sources, including taxes, which could 
provide sufficient budget resources, without detriment to the 
tax base. At the same time, the property tax, chiefly on real 
property, within certain limits (when its rates are not too 
high), does not stimulate population migrations to other 
areas, and local governments can utilise it as a permanent 
financial source. 

Existing regulations for applying the property tax in most 
states provide for the inclusion of practically all types of 
property, both real as well as personal movable property, 
including automobiles, furniture, jewellery, and so on. 

At present more than 85 per cent of the taxable property 
consists of real property. Non-material property is almost 
not taxed because of the difficulty of evaluating such prop¬ 
erty. Local governments use various forms of exempting 
personal property from taxation, such as household prop¬ 
erty, whose value it is extremely difficult to assess. The 
importance of the property tax for various types of local 
administrative units is not everywhere identical, because, 
with the exception of municipalities with substantial non¬ 
tax revenue sources, all the others, especially school 
districts, depend almost entirely on this tax. 

The role of the direct property tax in the budgets of 
cities is noticeably declining, however. In 1968, of the 
$11,291 million in tax receipts collected by cities, $7,769 
million came from the property taxes, i.e., 68.8 per cent. 1 
In that year, all local governments received $26,835 million 
from property taxes out of the $31,171 million collected 
from all tax receipts, i.e., 86.1 per cent. 


1 Statistical Abstract ol the United States 1970 , p. 423. 
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A characteristic feature of property taxation in the 
United States is the great diversity in methods of valuation, 
the list of taxable property and the terms of exemption. On 
the one hand, this is a consequence of big differences in the 
financial position of individual state and local units as re¬ 
gards the need for solving urgent problems, which, in turn, 
tells on the degree of pressure exerted on the taxpayer. On 
the other, we have the structure of the financial base which 
is capable of reacting differently to the introduction of 
some or other taxes. This, of course, does not rule out the 
subjective initiative of financial agencies and respective 
government bodies in finding new or tapping more intensive¬ 
ly the existing revenue sources. Thus, personal household 
property is exempted from the property tax in 30 states and 
personal automobiles in 21 states. 

Personal material property which yields a commercial 
income is taxed by 46 states. Ownership of a car formally 
is not subject to the property tax in some states but practi¬ 
cally is subjected to other additional duties. Partial exemp¬ 
tion from the personal property tax is applied in most 
states. 

Various types of property which bring commercial 
benefits such as cars, equipment and implements, are 
difficult to valuate because of the unequal purchase prices, 
the degree of wear and tear, the type of production, and 
so on. This applies especially to the valuation of imple¬ 
ments, which is practically impossible. 

The absence of a single system for determining the tax 
base, the methods of valuation and the unequal distribution of 
the mass of property in individual states and local adminis¬ 
trative units, have resulted in big differences in respect of 
the burden borne by individual states. 

Thus, the per capita receipts from the property tax in 
state-local budgets fluctuated in 1969 from $36 (Alabama) 
to $246 (California). 

The chief difficulty in applying the property tax lies in 
valuating property. This depends not only on the regula¬ 
tions and procedures established through legislation but on 
a number of subjective factors in respect to the owners and 
the estimators. 

Notwithstanding the existence in many states of quite 
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Table VI-15 

Per Capita Property Tax Revenue 1 

(dollars) 


States with the highest per 
capita incomes 

States with the lowest per 
capita incomes 

California 

249 

Alabama 

36 

Connecticut 

210 

Arkansas 

58 

New Jersey 

227 

Louisiana 

60 

Massachusetts 

225 

Mississippi 

60 


definite criteria for valuating property, actually there is 
an underassessment almost everywhere. A comparison of 
the estimated values with the market prices shows that on 
the average, the estimated tax value of property was about 
33 per cent of the market price. Moreover, in some states, 
these fluctuations are even more striking. Although the laws 
of 17 states provide for a specific ratio of the assessed and 
market values, it is clear that this relationship cannot be 
maintained because of the above-mentioned reasons. The 
assessed value calculated by the tax officials ranges from 
5 per cent of the market price (South Carolina) to 84 per cent 
(Kentucky). 1 2 

Divergences in the level of underassessment of property 
during valuation are inevitable in the absence of a strictly 
unified system of taxation and results in an unjust distribu¬ 
tion of the tax burden borne by individuals and groups of 
the population. Moreover, property owners try to get a 
maximum lowering of the estimated value because they know 
that there is no firmly fixed practice of valuation. 

Another serious shortcoming in the system of valuating 
property lies in the terms of financial allocations between 
state and local governments. The latter have to collect taxes 
for the states but in accordance with their own evaluations. 

The interest of the local authorities in reducing the tax 
base in such cases is obvious. This circumstance has had 


1 Statistical Abstract of the United States 1971, p. 406. 

2 Ibid. 
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much to do with the refusal of a number of states to collect 
the property tax in their favour. 

In part, estimated value also plays a role in the distribu¬ 
tion of state aid when the per capita property value is 
employed as a criterion for estimating the financial poten¬ 
tialities of a local administrative unit. 

Such an approach is utilised particularly in determining 
grants for education. 

Analysing the system of valuating taxed property, 
Maxwell says that “a locality is tempted to set a low valu¬ 
ation in order to reduce its share of county tax assessment 
and to set a high valuation in order to secure larger shares 
of state grants or of state distributions of taxes ”. 1 

The desire of states to unify, to some degree, the system 
of local tax valuations thus far does not go beyond efforts 
at comprehensively assessing property in specific localities 
for the purpose of establishing a more just intrastate re¬ 
allocation of resources. But there still exist various valu¬ 
ations of individual property in each administrative unit and 
this naturally tends to deepen the differences in their 
financial situation in the allocation of state aid. 

The process of establishing comprehensive and equitable 
valuations by states is very inaccurate and is based on 
subjective decisions by state tax agencies. 

State re-evaluations of property, as a rule, encounter the 
energetic resistance of local financial agencies which at times 
succeed in getting a second re-evaluation in their favour. 

Yet the question of valuating taxable property goes 
beyond purely tax relations when the size of the utmost 
limit of the debt on local loans is based on the ability of 
a corresponding administrative unit to collect the property 
tax. Thus, the evaluators, within certain limits, can influence 
the size of local loans to which they, in respect to their 
purposes, have no relation whatsoever. 

Another adverse aspect of the imperfect system of valu¬ 
ation is the application of privileges for exempting property 
from taxation when it depends upon the estimated value of 
property whether the local government unit will receive some 
tax from the owner or not. 


1 James A. Maxwell, Op. cit., p. 142. 
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The glaring shortcomings in property taxation are cons¬ 
tantly criticised and various reforms are proposed. But 
at the local level no sufficiently effective substitute for this 
tax has been found which could ensure similar budget 
revenue and would not suffer from still greater short¬ 
comings. 

The widening gap between the value of property owned 
and the income which this property brings, makes it increas¬ 
ingly difficult to find an efficient and justified application 
of the tax, and very often its size exceeds permissible 
limits. 

Moreover, the property tax is regressive and does not 
conform to the incomes of the owners. It prevents commer¬ 
cial enterprise from withdrawing taxable property. This 
is most strikingly revealed in metropolitan areas where 
businesses move from the central urban districts to suburbs, 
increasing the financial difficulties of central districts. To a 
certain extent private investments in housing construction 
are being decreased and unemployment is rising. This, in 
turn, places new demands on the budget expenditure of 
municipalities. 

Commercial firms try to compensate for their tax pay¬ 
ments by raising prices for the goods they sell. This, in 
turn, leads to a rise in the cost of municipal services. 

The taxes on estates and gifts supplement each other and 
in a number of cases are ineffective, although an opinion is 
current that they prevent huge accumulations of wealth 
and promote equal opportunities. 

Summing up this brief review of sources and methods of 
financing state and local budgets, one can conclude that the 
general financial resources at their disposal are no longer 
sufficient to ensure meeting growing needs. 

Yet the taxation system itself proved inflexible and as a 
result of this was not sufficiently adapted to rising expenditu¬ 
res without resorting to assistance from higher government 
bodies. On the other hand, the system cannot ensure a fair 
distribution of the tax burden on individual sections of the 
population and, on the contrary, promotes the deepening 
of social disunity vividly revealed in metropolitan areas. 
Comparing the efficacy of the taxation system of states and 
local governments with that of the federal government, 


12* 
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Cantor noted: “Their tax revenues have not grown in line 
with public-service needs and their methods of taxation 
seldom result in a fair sharing of the tax burden .” 1 

He, however, does not explain this as the result of complex 
and contradictory socio-economic processes in US society, in 
which the concentration of state-monopoly power which 
determines national priorities runs counter to the interests of 
the overwhelming majority of the population. In this sense the 
budgets of state and local governments reflect the wide gap 
that exists between the federal government’s priorities and 
the needs of society as a whole. For the latter a solution of 
urgent domestic problems is immeasurably more necessary 
than the purposes for which federal resources are largely 
used. 


3. FEDERAL GRANTS TO STATES 
AND LOCAL GOVERNMENTS 


In the United States, local governments, just as in most 
of highly developed capitalist countries, receive grants from 
the national budget for covering part of their expenditures. 
This is a reflection of the centralisation of government 
finance inherent in the present level of development of state- 
monopoly capitalism. This is one of the reasons for the 
widening gap between the rise in expenditures for public 
needs of state and local authorities and their own financial 
resources. Simultaneously the more centralised form of 
financial relations between the federal government and 
localities is developed to the utmost, through allotments 
from the national taxes in the form of grants for definite 
purposes. The size of grants significantly affects the scope of 
state and local budgets and the character and proportions 
of specific budgetary items. This, as will be subsequently 
shown, undermines the economic independence of state and 
local governments which become increasingly dependent on 
the aid of the federal government. 

The process of state-monopoly regulation of the economy, 
combined with centralisation of financial resources in the 


1 Arnold Cantor, Op. cit., p. 2 . 
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hands of the federal government, increased noticeably in 
the 1960s. This development affected intergovernmental 
budget relations. 

Table VI-16 


Federal Grants to State and Local Governments in Relation 
to Their Revenue 1 



Total revenue 
of state and 
local budgets, 
million dollars 

Sum of federal 
grants, million 
dollars 

Per cent of 
federal grants 
in total revenue 

1942 

13,148 

858 

6.5 

1950 

25,639 

2,486 

9.7 

1955 

37,619 

3,131 

8.3 

1960 

60,277 

6,974 

11.6 

1965 

87,777 

11,029 

12.6 

1968 

117,581 

17,181 

14.6 

1969 

132,153 

19,153 

14.5 


Murray Weidenbaum, characterising the relations of the 
federal government and state-local authorities, notes: “There 
is a widespread tendency to think of these grants as gifts and 
thus to assume that they merely add to the financial resources 
of the recipients. Such is hardly the case.” 1 2 He points to 
the conditions for providing such grants, with the help of 
which the central authorities gain the opportunity to control 
and direct state and local budgets, and declares: “The ques¬ 
tion arises inevitably as to the extent the grant-in-aid 
system is converting the states into veritable agents of the 
federal government. Is there the possibility that the states 
may become the civilian counter-parts to the arsenal-like, 
government-oriented corporations in the military sphere?” 
He arrives at the conclusion that the total effect of federal 
influence through grants given to state and local govern¬ 
ments is considerable. 3 


1 Statistical Abstract of the United States 1965, p. 426; 1970, p. 411; 
1971, p. 403. 

2 Murray I. Weidenbaum, The Modern Public Sector. New Ways 
of Doing the Government's Business, Basic Books, Inc., New York, 
London, 1969, p. 15. 

3 Ibid. 
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In nine years direct federal grants to states, counties, 
municipalities and school districts more than trebled—from 
$6,974 million in 1960 to $20,255 million in 1969. 

In the main, federal grants are provided for public 
works, trade, transport and means of communication, for 
financing anti-crisis measures; for the needs of education, 
health and public welfare, benefits and services to war 
veterans and for financing some administrative agencies and 
private enterprise connected with public services. 

Though states and local governments continuously obtain 
more revenue, federal grants are becoming an increasingly 
significant source of their budget receipts as a result of the 
more rapid rise in the size of grants as compared with the 
increase in the state incomes from their own sources. 

The first large programmes of grants to states and local 
governments, envisaged by the US Constitution, arose during 
the crisis of the 1930s with the need to provide subsidies 
for stabilising the economic situation. In the course of 10 
years of depression 13 main aid programmes were initiated 
as compared with 10 programmes implemented in the years 
prior to 1930. 

The financial position of states and local authorities 
became the most acute problem: as a result of the sharp 
drop in employment and population incomes they were 
badly in need of resources for social welfare. The aid pro¬ 
grammes therefore concentrated grants in this sector of 
government spending. Their purpose was to cope with pres¬ 
sing current problems and did not aim at long-range con¬ 
solidation of the financial position of states and local 
governments. 

After the Second World War, the inadequacy of the 
funds of states and local authorities received from their 
own sources was revealed more clearly. The limited nature 
of tax resources in contrast to the rapidly rising needs, made 
it necessary for the federal government to come up with 
more effective financial support. In 1950, federal grants to 
states and local administrative units reached $2,486 million. 
By that time not a single substantial part of state and local 
expenditures could be fully financed through their own re¬ 
sources. Federal grants were mainly directed at helping 
states and local governments in health, education, highway 
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construction and restoring the natural environment in 
cities. 

The 1958 National Defense Education Act provided for 
federal aid in the form of grants and loans to states and 
local governments for special educational purposes. It 
envisaged the adaptation of educational programmes to 
purposes of a military nature. 

Simultaneously federal funds were allotted for the 
clearing of slums, urban renewal and planning, and com¬ 
bating pollution of the environment. These programmes, in¬ 
cluding public welfare, amounted to about 70 per cent of 
all federal grants in 1955. 

With the passage of the Federal-Aid Highway Act, 
grants-in-aid for commerce and transportation exceeded 
other types. In I960, after the adoption of programmes on 
education, personnel training, economic opportunities and 
similar purposes, the share of such grants again rose. At 
the same time the increase in federal aid did not keep pace 
with the growth in needs, and the financial difficulties of the 
local authorities continued to mount. 

This period was marked by big budget deficits of munici¬ 
palities, especially in large metropolitan areas. The constant 
growth in the urban population demanded expansion of 
costly public services, linked with current needs and invest¬ 
ments requirements for housing, public works and urban 
reconstruction. Of the total appropriations grants-in-aid, 
about 70 per cent were allotted for metropolitan areas. In 
1964, these areas received only 55 per cent; moreover, the 
total sum was much smaller. 

At present the system of federal aid to states and local 
bodies consists of three main elements: grants-in-aid, shared 
revenue and loans. 

The grants-in-aid programmes allot resources of the 
federal government (Congress) to local governments for 
definite purposes. As a rule they are made conditional on 
state and local participation in their financing. 

Conditional grants, as pointed out earlier, are above all 
provided for purposes arising from priorities set by the 
federal government. They thus do not always coincide with 
the primary tasks of states and local governments. The 
purposes of aid, formulated by Congress, are determined 
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by certain factors which do not directly concern the in¬ 
terests of states and local authorities. 

Among them are questions of defence, the geographical 
location of the productive forces, the priority development 
of individual industries and lines of production. 

Arnold Cantor, examining the use of federal grants, 
wrote that “the aid programs must meet the test of aiding 
in the provision of a public facility or service that is in the 
national interest and in accordance with national priorities. 
The state and local government receiving the funds must 
use the money for the purpose intended by Congress and 
must agree to certain performance conditions such as civil 
rights and labor standards .” 1 

It is clear that what is meant here are priorities put 
forward by the central government and not by the states 
and local authorities which have their own pressing needs. 

States and local governments who receive aid of this 
type are forced to accept definite terms, including those 
which do not coincide with their direct interests as well 
as to take part in financing the subsidised measures. 

James Henderson, studying some aspects of the influence 
of federal grants-in-aid on different types of local govern¬ 
ments, specifically counties, metropolitan areas and other 
administrative units, proves that the local budget receipts 
from the central government inevitably cause additional 
outlays by the recipients from their own sources. “These 
revenues,” he points out, “are less than perfect income 
substitutes... . An intergovernmental revenue increase also 
leads to increases of local taxes and debt, and a reduction of 
private expenditures for both groups of counties .” 2 

Though all grants-in-aid are made conditional on specific 
terms of financing, there are several varieties which can be 
grouped in two main types. 

There are what are known as categorical grants allocated 
among the states or indirectly among local governments in 
accordance with the terms provided for in the relevant act 


1 Arnold Cantor, Op. cit., p. 5. 

2 James M. Henderson, “Local Government Expenditures. A Social 
Welfare Analysis”, The Review of Economics and Statistics, Vol. L, 
No. 2, May 1968, p. 159. 
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(formula-allocated grants). They take as a basis factors 
determined from statistical information for the district, such 
as the size of the population or per capita income. 

A distinctive feature of this type of grant is that it de¬ 
termines in advance the sums which can be taken into ac¬ 
count by state and local governments in planning budget 
items, specifically for education. 

The manpower potential, unemployment level, the amount 
of welfare provided, and so on are taken as criteria. 

Grants of this kind are more convenient forms of aid 
to state and local authorities than project grants which are 
of a more general, national significance. 

Examples illustrating this type of conditional grant are 
those provided for under the Manpower Development and 
Training Act. 

Project grants are given for strictly defined purposes. 
These programmes make up the majority and they absorb 
the main part of the aid. In awarding them, federal agencies 
take into account not only the concrete socio-economic 
statistics of individual states and their subordinate adminis¬ 
trative units but other considerations which follow from 
accepted economic principles. At the same time to receive 
these grants, states must display initiative in solving local 
and regional tasks. Moreover, they must be ready to 
finance, in part, their implementation. In some cases, as for 
example, tn low-cost housing construction programmes, 
participation is natural and the states, in fact, receive the 
opportunity to facilitate the accomplishment of primary 
tasks. The participation with their own funds in other 
programmes is less favourable for states. Inadequacy of 
state financial resources undermines their initiative in secur¬ 
ing project grants. To a certain extent, this applies to grants 
for building highways, airfields and other projects where 
the principle of sharing the cost between the federal and 
the state-local contribution is applied. 

With the exception of grants for highway construction, 
the distribution of financing, as a rule, is made in accord¬ 
ance with the “equalisation” principle or a 50:50 “sharing 
of costs”. 

Individual grants, under the Elementary and Secondary 
Education Act of 1965, were provided directly for local 
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governments, in particular school districts, without making 
them conditional on their participation. 

Other aid programmes, for example, the construction of 
health facilities, presuppose a fluctuating participation of 
the recipients, depending on the size of the project and their 
financial resources. 

The federal share in financing varies, usually from one- 
third to two-thirds of the total cost of the project. Thus, 
even assuming a smaller part of the expenditure, the central 
authorities are given the possibility to practically fully 
determine the nature of the expenditures made by states and 
their subordinate administrative units. 

A less important form of federal support to state and 
local budgets is shared revenue. It represents direct financ¬ 
ing of states and localities from of a definite type of in¬ 
come—the sale or rent of certain federal property. 

This type of financial aid, as a rule, contains certain terms, 
set by the federal government, which in this sense brings it 
closer to grants-in-aid. 

President Nixon in his message to the Congress of 
February 4. 1971, officially proposed an expansion of shared 
revenues. The principle of “new federalism” he formulated 
presupposes definite decentralisation of state administration, 
including finance. It proceeds from the need to transfer all 
responsibility for public services from the centre to the loca¬ 
lities. 

This decision, possibly of a temporary nature, adopted in 
the period of a critical condition of states and local finan¬ 
ces, apparently was designed to give local governments grea¬ 
ter independence in manoeuvring with financial resources so 
as to utilise them more rationally. 

At present the proportion of aid in the form of shared 
revenue is insignificant, although state and local governments 
are interested in them more than in conditional grants. 

Shared revenues on a larger scale were also proposed to 
the Johnson Administration in 1964 by Walter Heller, who 
at that time was Chairman of the Council of Economic 
Advisers to the President. His proposals encountered strong 
opposition and were not adopted. This happened at a time 
when all official organisations, representing state and local 
governments, called for unconditional shared revenues. 
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Analysing the economic and administrative terms of 
federal aid to states, B. Masse noted that the National 
Governors Conference, the US Conference of Mayors, the 
National League of Cities, the National Association of 
counties, the City Managers Association and the Council of 
State Governments, Democrats and Republicans equally, all 
were in favour of shared incomes. 1 

But, notwithstanding the position taken by the US Pres¬ 
ident as regards increasing the financial independence of 
state and local governments, their dependence on federal 
aid continues to grow. This applies above all to conditional 
grants which carry rigid terms in respect to their use. 

Apparently centralised government administration of lo¬ 
cal finances is supported by the private sector which receives 
big orders through the system of federal grants to 
states. 

The dependence of state and local governments on federal 
grants, which has been increasing in recent years, is arous¬ 
ing growing dissatisfaction among official agencies of the 
recipients and a number of economists. Three main features 
of the system have become the object of sharp criticism: 
1) loss of financial independence by states and their 
subordinate administrative units; 2) the general inadequacy 
of federal aid for coping with urgent tasks and 3) the 
frequent discrepancies between federal aims and local 
priorities. 

Other aspects of the system of federal grants-in-aid are 
also criticised, for example, the advantages given to in¬ 
dividual states, direct financing of measures in local govern¬ 
ments, the impossibility of planning allocation of their own 
resources on a long-term basis as a result of the absence 
of information concerning future size of grants. 

A most detailed analysis of the influence of federal 
grants-in-aid has been given by Murray Weidenbaum in 
his monograph The Modern Public Sector. The author 
examines the economic and social consequences not only in 
respect to goal-oriented redistribution of national resources, 
but also in connection with the influence they exert on the 
entire system of the private-monopoly economy. He 


1 See America , February 27, 1971, Vol. 124, No. 8, p. 2007. 
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demonstrates the widespread impact grants have on the 
economic pattern of states and localities and draws the 
conclusion that “the shift in the location of the actual 
conduct of government programs gives the rise to more 
than just administrative and managerial repercussions. It 
strongly influences the role of the states and cities in our 
federal form of government. It affects the size and strength 
of the business sector and of other nongovernmental institu¬ 
tions in our economy which has been primarily geared to 
corporate enterprise and private initiative.” 1 

One can hardly disagree with this conclusion because 
this situation follows from the main terms on which grants 
are given. They are to be used for special purposes, re¬ 
cipients have to match federal funds, and controlling agen¬ 
cies or some other federal bodies have to approve in ad¬ 
vance detailed plans for which the money will be used. 


4. BORROWING OPERATIONS 
AND THE STATE-LOCAL DEBT 

Inadequacy of the funds from their own sources and 
federal aid is compelling state and local governments to 
constantly resort to various loans for covering primarily 
capital investments. Aggravation of the financial difficulties 
of state and local governments, especially after the Second 
World War, brought about a systematic increase in the 

Table VI-17 


A Comparison of State and Local Government Nonfinancial 
Expenditures to Gross National Product (1890— 1938) 2 


Periods (annual average) 

Annual average of GNP, 
million dollars 

Ratio of total nonfinan¬ 
cial expenditures to GNP, 
per cent 

1890 

12,400 

4.6 

1909-18 

40,120 

6.3 

1914-23 

61,900 

6.6 

1919-28 

81,200 

8.2 

1924-33 

79,130 

10.9 

1929-38 

69,950 

14.2 


1 Murray L. Weidenbaum, Op. cit, p 5. 

2 Data given by Morris A. Copeland in Trends in Government 
Financing, Princeton University Press, Princeton, 1961, p. 47. 
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issuance of bonds and the growth of the debt. The tendency 
to increase the debt on state and local loans has been 
observed for several decades. But its manifestations vary 
from period to period, reflecting the cyclical nature of the 
development of the capitalist economy. 

During the years of crisis (1930-31) expenditures which 
led to a deficit rose steeply. But in the subsequent years of 
the depression the expenditures were cut more rapidly than 
the revenue and in 1934 some of the receipts were partly 
used for repaying the debt. This was facilitated by federal 
grants which reached $1,600 million in 1934 as compared 
with $500 million in 1933. Notwithstanding the consequences 
of the depression, the level of state and local expenditures 
remained high in relation to the GNP which dropped sharp¬ 
ly during the crisis. This position could not continue for 
long and a reduction of the ratio of expenditures to the 
GNP started at the beginning of the 1940s. 

In the 1920s the growth of the state and local debt 
outstripped the increase of the GNP almost 10 times, which 
pointed to an obvious discrepancy in the scale of financial 
operations, specifically investments and the economic 
activity. Morris Copeland, examining the structure, aims and 
consequences of state and local loans, arrives at the conclu¬ 
sion: “In general we have not inquired whether the bor¬ 
rowings governments have engaged in have been justified. 
But it has seemed necessary to note that there have from 
time to time been various instances of clearly unjustified 
deficits and thoroughly disorderly finance. And in some of 
these there has been outright corruption. Among the most 
extreme instances of the disorderly finance during the last 
50 or 60 years are those that accompanied the Florida land 
boom of the 1920s; and the Coral Gables case stands out 
as one that was clearly characterised by corruption.” 1 

The general drop in the level of employment and in¬ 
comes, accompanied by the crisis reduction of prices, in¬ 
creased the tax burden in the 1930s. Measures to raise tax 
rates did not produce the expected effect and tax receipts 
in 1930-1934 were cut by 17 per cent. This was partly a 
result of failure to collect the expected taxes in a number 


1 Morris A. Copeland, Op. cit., p. 170. 
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of municipalities; in 1934 it reached 20 per cent in 150 ci¬ 
ties with a population of more than 50,000. 

Thus, all attempts of state and local authorities to 
balance their budgets, ensuring a minimum of expenses for 
current needs on the basis of their own revenue, were un¬ 
successful. Yet borrowing on extremely disadvantageous 
terms presupposed, in future, a substantial burden on their 
budgets, through debt and high interest repayment. 

It was becoming clear that state and local governments 
were unable to reasonably adjust their financial resources 
to the expenditures when dealing with questions even re¬ 
lating to the immediate future. The measures they adopted 
were dictated not by needs for capital investment for the 
future and current expenditure but by circumstances con¬ 
nected with spontaneous development of capitalist economy. 
And on the contrary, when decisions were made on big 
programmes, involving large outlays, it often turned out 
that resources for implementing them were inadequate. 

Samuel Jackson, Assistant Secretary for Metropolitan 
Development, characterising the existing situation in plan¬ 
ning the financial sources of investments, writes: “. .. Com¬ 
munities delay needed improvements until crisis develops. 
Others permit popular or large projects to drain off all 
available funds. Inadequate planning also results in the poor 
location of public facilities and the unrealistic expenditure 
of public funds.” 1 

The post-depression period was characterised by relatively 
favourable economic and financial activity. By 1944, non- 
financial receipts in state and local budgets exceeded the 
1939 level by about 26 per cent, which enabled them to 
reduce the general debt by 15 per cent in 1946 as compared 
with 1939. 

However, as the economy developed and incomes of cor¬ 
porations and private individuals grew, a greater interest 
arose in buying bonds issued by state and local governments 
because the interest on them was exempt from federal 
taxes. This factor became even more pronounced after the 

1 Samuel C. Jackson, Capital Improvements Programming in Local 
Government. US Department of Housing and Urban Development. 
Urban Management Assistance Administration. Office of Metropolitan 
Development, Revised Edition, October 1969, p. iii. 
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Second World War when federal tax rate increased and 
became more progressive. 

The distribution of the state and local debt over a number 
of years tended towards a relatively swifter growth in state 
indebtedness, the result of the transfer of a number of func¬ 
tions from local to state governments. During the depres¬ 
sion, states were compelled to assume a number of tasks 
beyond the capacity of local authorities. This process did 
not have an identical “feed-back” and states largely pre¬ 
served duties they assumed. This notwithstanding the fact 
that in 1966 the debt of states was still only one-third of 
that of the local debt. 

Table VI-18 


Outstanding State and Local Debt Selectively by Years 1902—1969 1 

(million dollars) 


Fiscal years 

State and local 

State 

Local 

1902 

2,107 

230 

1,877 

1913 

4,417 

379 

4,035 

1927 

14,881 

1,971 

12,910 

1932 

19,205 

2,832 

16,373 

1938 

19,436 

3,343 

16,093 

1946 

15,917 

2,353 

13,564 

1950 

24,115 

5,285 

18,830 

1960 

69,955 

18,543 

51,412 

1966 

107,051 

29,564 

77,487 

1968 

121,158 

35,666 

85,492 

1969 

133,548 

39,553 

93,995 


These characteristics do not fully correspond to the situa¬ 
tion in individual states and local government bodies but 
they adequately reflect the general tendencies. 

The growth of the GNP and the consequent increase in 
receipts for state and local budgets are major factors for 
achieving financial stabilisation. The GNP rose from 
$211,100 million in 1945 to $743,300 million in 1966. 


1 Historical Statistics .. . 1957 , pp. 728 and 730: Government 

Finances 1960-66; Statistical Abstract of the United States 1970, pp. 417, 
411; 1971, p. 396. 
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At the same time, tendencies toward consistent price in¬ 
creases, preserved throughout the post-war period, con¬ 
tained socio-economic prerequisites for future budget diffi¬ 
culties. These were expressed specifically in the constant 
rise in the cost of state-local programmes. 

The composition of loans utilised by state and local 
authorities for capital investments is characterised by great 
diversity in the forms of placement, purpose, maturity and 
financial terms: these factors determine their expediency 
and economic effects. 

General principles determining placement and terms of 
borrowing are based on the desire of the respective 
authorities to ensure easiest redemption with a maximum 
economic effect. But the desire to achieve these aims runs 
counter to a number of objective and subjective factors 
which operate in the opposite direction. Among them are 
the enhanced interest of private corporations in buying 
government bonds to secure tax privileges. 

The most widespread form for determining the terms of 
loans at present is the redemption of the total debt and in¬ 
terest in equal parts throughout the period of maturity from 
current revenue. This relieves respective local governments 
from the need to accumulate resources for a single redemp¬ 
tion, as was the case with loans in the 1920s and the 1930s. 
But the constant increase in the debt leads to steadily grow¬ 
ing current outlays for interest payment. This adversely 
affects the financing of non-capital needs. 

Table VI-19 

Interest on the General Debt 1 

(million dollars) 


1902 

68 

1927 

584 

1934 

739 

1948 

399 

1960 

1,670 

1966 

3,268 

1968 

3,889 

1969 

4,403 


1 Historical Statistics . . . 1957, pp. 139, 178; Government Finances 
1960-66; Statistical Abstract of the United States 1970, p. 411; 1971, 
p. 403. 
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Long-term bonds issued by state and local authorities are 
usually for 20-30 years, in the course of which, repayment 
of the debt, including interest, must be fully ensured. 

At the comparatively low interest paid on state and 
local debts private corporations, which buy their bonds, 
receive an income that was officially exempt by the federal 
government from the income tax by Congressional decision 
in 1913. This makes attractive the placing of capital in 
securities of this type. 

At the same time, interest rates on taxable bonds, all 
other conditions being equal, are always higher. 

This, in turn, makes such loans disadvantageous for local 
financial agencies. 

To prevent the accumulation of an excessive debt and 
possibility of default on loans, most states, as was the case 
after the crisis of 1873, set limitations on the rights of states 
to issue loans. Everywhere all restrictions in principle 
pursued one aim. However, in character and effectiveness 
they are not identical. As early as 1941, Professor Ratchford 
classified limitations on state and local borrowing into three 
main groups: I—borrowings must be authorised by Consti¬ 
tutional amendments; II—the legislature enacts borrowing 
proposal but they must be approved by popular referendum 
and III—legislatures themselves make the borrowing de¬ 
cisions. 

The most effective barrier is the first category of restric¬ 
tions which, according to an analysis of the debt made by 
Maxwell, showed that states which apply them have the 
smallest per capita debt. 

States which utilise restrictions on borrowing by sub¬ 
ordinate local administrative bodies, chiefly municipalities, 
have, in turn, been suffering from an acute shortage of fund 
for capital outlays in recent decades. 

The economic basis for loan restrictions is usually taxable 
property with a definite percentage as the limit. 

The necessity to secure approval of bond issues through 
popular referendums is also regarded as a restrictive 
measure. But with appropriate advertising and promotion 
by local authorities and corporations this type of restriction 
has little effect. 

The purpose for restricting local borrowing basically 


13—62 
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coincides with that for restricting state borrowing—to protect 
the financial position of corresponding governmental units 
as well as the bondholders from default. 

The gradual widening of the gap between property 
ownership and profitability makes these restrictions insuf¬ 
ficiently justifiable economically and in some cases they are 
already incapable of preventing an excessive issue of bonds. 

A widespread means for avoiding restrictions on state- 
local borrowing are bonds guaranteed by the incomes of 
the credited enterprises which largely compensate the 
principal and the interest from their own sources. Such 
operations are not limited by legislation, as is the case with 
bonds guaranteed by governmental units. But the money 
received from nonguaranteed borrowing cannot be used for 
capital investments not ensured in the established periods by 
incomes for redeeming the debt. They are used for financing 
public utilities and other public institutions yielding a 
regular income. 

Nonguaranteed bonds had already become widespread in 
the 1930s as a means of stimulating public works. By 1940, 
as many as 40 states had already utilised nonguaranteed 
bonds and the number of projects financed by them was 
steadily growing. 

Subsequently nonguaranteed bonds continued to increase 
at an accelerated pace. In five years, between 1957 and 
1962, the total long-term debt ensured by the credit of 
cities rose 35 per cent, while the nonguaranteed long-term 
debt of municipalities rose 44 per cent. 1 

The system of issuing nonguaranteed bonds is now marked 
by diversity of forms in individual states which, basing 
themselves on different local methods of financial and 
economic organisation, set the legal regulations for placing, 
approving and using the funds. 

Self-financing projects, implemented through credits, in 
the final account include the cost of the debt and the interest 
on the volume of the collected duties which, in respect to 
guaranteed bonds, is somewhat lower than non-guaranteed 
ones. 

1 Census of Governments. Finances of Municipalities and Township 
Governments, US Department of Commerce, Bureau of the Census, 
Washington, August 1964, p. 2. 
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Non-self-financing projects, which use nonguaranteed 
issues, create additional financial burdens for state or local 
governments which annually must allot money from their 
own funds for redeeming the bonds. 

The employment problem which is growing sharper and 
the search for ways to expand the tax base have promoted 
states and local government units to issue interest-bearing 
bonds for the purchase of land, buildings and installa¬ 
tions. These are leased to private industrial corpora¬ 
tions as a means for stimulating the expansion or retaining 
industrial enterprises within the territories under their 
jurisdiction. 

The fact that private corporations can obtain tax- 
exempt incomes throughout the country leads to competi¬ 
tion between local authorities, which ultimately benefits 
private and not public interests. 

Yet the additional incomes obtained by private companies 
in the form of exemption from taxes, under other conditions, 
could return to the state and local authorities in the form 
of grants via the federal budget. 

Thus, local and state governments who provide loans to 
aid industry and do not bear either financial or adminis¬ 
trative responsibility for their redemption, practically be¬ 
come simple intermediaries, with the help of which private 
individuals derive an additional profit. 

Maxwell, who analysed the economic content of credit 
aid to industry, correctly noted: “This cost advantage means 
that tax exemption serves to raise the rate of return earned 
by firms so that the direct benefits of the exemption accrue 
to individuals.” 1 

Expansion of borrowing operations to aid industry at¬ 
tests to the increasing “official” evasion of income taxes by 
private corporations which are oriented not on solving state 
and local problems but on deriving additional profits practic¬ 
ally financed by the federal government. 

At present almost all states have given their subordinate 
local governments the right to issue aid-to-industry bonds. 
In 1960, the debt on these bonds amounted to $56.4 million, 


13* 


1 James A. Maxwell, Op. cit., p. 203. 









196 


S. TARASENKO 


while in 1967 the issue of such new loans reached $1,400 
million. 

The debt on nonguaranteed bonds rose from $2,500 
million in 1949 to $41,200 million in 1966. 1 Cantor regards 
the exemption of state and local bonds from federal taxes 
as a form of grants to the former, the size of which can be 
calculated through the difference between the interest rates 
on the market value of credit and on state-local bonds con¬ 
taining tax privileges. 

He points out that the difference represents a federal 
subsidy, which costs the US Treasury about $1,800 million 
in income lost on taxes, and gives the states and local 
governments $1,200 million annually. The sum of about 
$600 million accrues chiefly to rich investors who gain the 
benefit from tax exemptions . 1 2 

If we consider that in conditions of an unfavourable 
situation in the capital market, state and local authorities 
are willing to pay higher interest rates on bonds, since they 
have no alternative, the advantages accruing to private 
buyers of their bonds are, most likely, even greater. 

Thus, in an effort to extend the tax base, raise employ¬ 
ment and this way solve their problems, state and local 
governments facilitate the transferring to the private sector 
of part of the government funds they need. 

Together with these shortcomings in the issuance of aid- 
to-industry bonds, they, to a certain extent, limit the finan¬ 
cial means of states for satisfying their own primary needs 
and make them even more dependent on the situation in the 
money market. 

On the other hand, the expanding process of issuing 
nonguaranteed bonds affects projects which do not ensure 
complete financing. This leads to the formation of a type 
of debt which superficially does not appear to be dangerous 
but which in reality proves to be a heavy burden on state 
and local governments. 

The general rise in the level of state-local needs, resulting 
from expanding urbanisation, has also been reflected, to a 
certain extent, in the distribution of the debt. The tendency 


1 A. Cantor, Op. cit., p. 5. 

2 Government Finances, 1949-1966. 
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for the sum of the debt to vary in accordance with the popu¬ 
lation size of an area, is obvious. But differences in economic 
development, geographical location and population density 
have made this tendency less noticeable in recent decades. 
Capital investments, which mainly create debts, have a 
higher share in the per capita expenditure in big cities and 
industrial areas. As their level of incomes is higher, this, 
in itself, presupposes a higher level of financial operations. 

The choice of rational solutions in the spheres of bor¬ 
rowing and utilising available resources has become an 
exceptionally complex problem for state and local govern¬ 
ments. Frequent changes of the situation in the money 
market, in the growth rate of the economy, in the level of 
employment and other factors make successful long-term 
planning impossible. In this sense, budget planning, as a 
rule, is confined to the solution of problems as they arise 
and to ensuring (if this is possible) the financing of operating 
programmes. 

Analysing the existing system of drawing up municipal 
budgets, John Crecine, a budget modelling specialist, stated: 
“It is quite clear (from interviews) that the decision-makers 
do not see the problem as one of optimally balancing com¬ 
munity resources, allocating funds among functions to 
achieve overall community goals, and the like.” 1 


1 John P. Crecine, Government Problem-Solving: A Computer 
Stimulation of Municipal Budgeting , University of Michigan, Rand 
McNally & Co., Chicago, 1969, p. 38. 










CONCLUSION 


Our analysis of various aspects of the US government bud¬ 
get and financial policy fully confirms the conclusion that the 
contemporary state has become a powerful and constant fac¬ 
tor in the economic life of capitalist countries. The budget 
is one of the most potent instruments of state intervention in 
economic processes. The structure of the budget is shaped 
to coincide with the interests and demands of powerful in¬ 
fluence groups and above all of Big Business. This ultima¬ 
tely increases disproportions in economic growth and exacer¬ 
bates social contradictions. 

The inoptimal allocation of the huge money resources 
obtained by the American Government via taxation chan¬ 
nels and the credit system, is most glaringly displayed in the 
general orientation of the budget and the system of national 
priorities expressed in it. The high share of the military 
expenditure, which after the Second World War became a 
permanent feature of US financial policy, is a heavy burden 
for the country’s economy. The influence of the big budget 
expenditure is exerted along many lines: it constantly affects 
the structure of production, money circulation and the credit 
system. The adverse consequences of the arms race are mani¬ 
fested in intensified inflation and in such a seemingly remote 
and specific sphere as monetary relations. In this area the 
United States and other capitalist countries have been 
harassed by chronic difficulties in recent years. 

As far as the civilian expenditure of the budget, and, 
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more specifically, expenditure for social needs, is concerned, 
its general increase is dictated by the specific features of 
economic growth, by the aggravation of the class struggle, 
and in no way eliminates the contradictions of American 
society. This is shown by the quite modest results of the 
vaunted programme of the “war on poverty”, the ever in¬ 
creasing shortage of the supply of “public goods”, and by the 
chronic inadequacy of spending by state and local govern¬ 
ments. The reorientation of the budget, with a view to in¬ 
creasing the share of some civilian items, to making higher 
expenditures on education, manpower retraining, etc., is pri¬ 
marily designed to accelerate economic development, impro¬ 
ve the competitiveness of the US companies in foreign 
markets and to increase the profits of the biggest corpora¬ 
tions, and is by no means motivated by concern for the wel¬ 
fare of the working people. The same conclusion is also sug¬ 
gested by an analysis of tax receipts and of the process of 
forming the financial resources of state and local govern¬ 
ments. 

Despite the keen opposition of radical sections of US socie¬ 
ty, the arguments and conclusions of many financial experts 
and realistically minded political leaders, the structure of 
the budget is changing very slowly. This suggests that po¬ 
werful institutional and class forces in the United States are 
preventing any serious restructuring of government finance. 
This is once again proved by the latest (1973) Presidential 
Budget Message setting forth the main items of the federal 
budget for the 1973-1974 fiscal year. 1 

At the beginning of the 1970s the federal budget resulted 
in a big deficit. Unceasing inflation and the sharp decline of 
the position of the dollar in the world money markets 
prompted the federal government to resort to more rigid 
regulation of the financial system. But, the main method 
proposed by the Federal government of reducing the budget 
deficit boils down, above all, to cuts in appropriations of so¬ 
cial needs. To this end the most primitive neo-liberalist argu¬ 
ments are mustered: each person must not count on govern¬ 
ment relief, but must secure an income by his own labour. 
But the extolling of an economic system which purportedly 


1 New York Times, January 29, 1973. 
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is capable of ensuring affluence to any energetic American 
seems so much more unconvincing against the background 
of five million unemployed, against the persistence of large 
“islands of poverty” and the steadily mounting cost of liv¬ 
ing. In his Message to Congress of March 2, 1973, President 
Nixon admitted the existence of a deep abyss between 
abstract “equal rights” and the concrete economic opportuni¬ 
ties of many Americans. 

Nevertheless the federal government is out to cut the pro¬ 
grammes of aid to the poorest sections of the population. In 
the face of the acute crisis of the private medical service 
system and of the waning accessibility of some forms of 
paid medical care federal support in building medical insti¬ 
tutions and in implementing regional medical programmes 
is proposed to be stopped. Just as previously, a very small 
share (less than 1.5 per cent) of government appropriations 
is to be spent for the preservation of natural resources and 
the environment; moreover their share in the federal budget 
is even somewhat lower than in the mid-1960s. 

On the other hand military spending continues to grow. 
This expenditure, according to the projected budget, is to 
rise from $76,400 million in the 1973 fiscal year to $81,100 
million in the 1974 fiscal year and to $85,500 million in the 
1975 fiscal year. Such an expansion of these appropriations 
holds out the promise of new, highly profitable contracts for 
the largest military industrial corporations. The new bud¬ 
get specifically calls for the purchase of five nuclear subma¬ 
rines, the modernisation of three missile-carrying ships, and 
so forth. 

Yet the agreements between the USSR and the USA on 
the limitation of strategic defensive and offensive arms and 
the general improvement of the international climate open 
up a real way for a substantial reduction of military appro¬ 
priations and radically altering the entire structure of go¬ 
vernment spending. The interest paid to financial institu¬ 
tions and to money capitalists, the owners of federal govern¬ 
ment securities, will attain astronomical sums. The total to 
be paid in interest in the 1974 fiscal year will reach $24,700 
million as against $18,300 million in 1970. Throughout the 
last 20 years spending under this item grew faster than total 
budget expenditure. 
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Another salient feature of the programme for reducing the 
budget deficit is the further growth of taxes paid by the 
population. The biggest increase, about 45 per cent in the 
1973-1974 fiscal year, will be registered in one of the most 
regressive forms of taxation—social insurance taxes and 
contributions. The rates of this tax on wages were raised from 
5.2 per cent to 5.85 per cent as of January 1, 1973; simul¬ 
taneously the minimum wage exempted from this tax was 
reduced. An increase of these taxes and contributions will 
provide about half of the general growth in budget revenue 
in 1973-1974. 

In addition, receipts from the personal income tax will also 
go up substantially: the figure planned for the 1974 fiscal 
year will be almost one-fourth higher than in the 1972 fiscal 
year. Of all the forms of income taxation corporate taxes 
will rise least of all: during the period in question they will 
increase by about 15 per cent. The experience of preceding 
cyclical development shows that in the period following a 
recession the share of the national income appropriated by 
corporations in the form of net profit grows especially fast. 
But the burden of the bigger tax receipts in the 1973-1974 
fiscal year is to be shouldered not by the private corpora¬ 
tions, but, above all, by the main mass of the population. 

The Presidential Budget Message contains a significant 
admission: for almost two postwar decades the US economy 
had been unable to achieve the goal of high employment and 
prosperity for American citizens without inflation and war. 
A financial policy which provides for a restraint or even 
direct cut of appropriations for social needs and for an in¬ 
crease in the tax burden borne by the working people can 
only further exacerbate socio-economic antagonisms. 
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